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EIECTRONIC
N W] INDUSTRIES LTD.

~FOR IMMEDIATE RELEASE-

ELRON'S ANNUAL GENERAL MEETING OF SHAREHOILDERS WILL BE HELD ON
JULY 3, 2002

Tel Aviv, June 2 , 2002- Elron Electronic Industries Ltd. (NASDAQ:ELRN) will
hold its Annual General Meeting of Shareholders on July 3, 2002.

The following issnes will be brought before the shareholders:
¢} to elect seven (7) directors to the Board of Directors of the Company;

2) to approve the compensation of the directors of the Company as a group for
2002;

3) to appoint Luboshitz Kasierer, Member Firm Of Ernst & Young International
es the Company's auditors until the Company’s next annual general meeting

and to authorize the Board of Directors to determine the audit fees;

(G} to receive and consider the Auditors' Report, the Directors’ Report and the
Financial Statements of the Company for each of the fiscal years ended on
December 31, 2000 and December 31, 2001; and

(5) to transact such other business as may properly come before the annual general

meeting ar any adjournment thereof.

Shareholders on record at the close of business on June 3, 2002 shall be entitled to
notice of, and to vote at, the shareholders meeting. The Company expects to deliver a
detailed notice and proxy statement to the shareholders on or about June 5, 2002,

Elron Electronic Industries Ltd. is a multinational kigh technology holding company
based in Israel. Through affiliates, Elron is engaged with a group of high technology
operating companies in the fields of advanced defense electronics, communication,
software, information technology, Medical devices and semiconductors. For further
information, visit http://www.elron.cont

Contact: Doron Birger - Elron Electronic Industries Ltd. - Tel, 972-3-6075555
doron@elron.net

Any statements in this press release {hat may ba considered forward-looking statements sre
subfect to risks and uncertainties that could cause actual results to differ materially, Actual results
may differ from such forward-looking statements due fo the nisk factors discussed in periodic reporis
filed by the Company with the Securities and Exchange Commission, which the Company urges

Investors to consider.
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Tel-Aviv, June 5, 2002

Dear Shareholder:

You are cordially invited to attend the Company’s Annual General Meeting (“AGM”) of
Shareholders to be held at 3:00 p.m., on July 3, 2002, at the Company’s offices at 3 Azrieli Center,
the Triangle Building, 42nd Floor, Tel-Aviv, Israel. At this meeting you will be asked:

(1) to elect seven (7) directors to the Board of Directors of the Company;

(2) to approve the compensation of the directors of the Company as a group for the fiscal
year 2002;

(3) to appoint Luboshitz Kasierer, Member Firm Of Ernst & Young International as the
Company’s auditors until the. Company’s next annual general meeting and to authorize
the Board of Directors to determine the audit fees;

'(4) to receive and consider the Auditors’ Report, the Directors’ Report and the Financial
Statements of the Company for each of the fiscal years ended on December 31, 2000 and
December 31, 2001; and

- (5) to transact such other business as may properly come before the AGM or any
adjournment thereof. »

For the reasons set forth in the accompanying Proxy Statement, the Board of Directors
unanimously recommends that you vote “FOR” the resolutions, specified on the enclosed form of
proxy. : ‘

We look forward to greeting those shareholders present at the meeting personally; however,
whether or not you plan to be with us at the meeting, it is important that your shares be
represented. Accordingly, you are kindly requested to sign, date and mail the enclosed proxy in
the envelope provided, at your earliest convenience, that the proxy is received at the Company’s
offices no later than forty-eight hours before the meeting.

Thank you for your cooperation.
Very truly yours,

| /M o WO

AMI EREL DORON BIRGER
Chairman of the Board of Directors President




ELRON ELECTRONIC INDUSTRIES LID.
NOTICE OF ANNUAL GENERAL MEETING OF SHAREHOLDERS

Tel-Aviv, Israel
‘ June 5, 2002

Notice is hereby given that an Annual General Meeting of Shareholders (the “Meeting” or
the “AGM”) of Elron Electronic Industries Ltd. (the “Company”) will be held at the Company’s
offices at 3 Azrieli Center, the Triangle Building, 42nd Floor, Tel-Aviv, Israel, at 3:00 p.m. on
July 3, 2002.

In the Meeting the following issues will be brought before the shareholders:
(1) to elect seven (7) directors to the Board of Directors of the Company;

(2) to approve the compensation of the directors of the Company as a group for the fiscal
year 2002;

(3) to appoint Luboshitz Kasierer, Member Firm Of Ernst & Young International as the
Company’s auditors until the Company’s next annual general meeting and to authorize
the Board of Directors to determine the audit fees; |

(4) to receive and consider the Auditors’ Report, the Directors’ Report and the Financial
Statements of the Company for each of the ﬁscal years ended on December 31, 2000 and
December 31, 2001; and

(5) to transact such other business as may properly come before the AGM or any
adjournment thereof.

Shareholders of record at the close of business on June 3, 2002 are entitled to notice of, and
to vote at, the Meeting. All shareholders are cordially invited to attend the Meeting in person.

Shareholders who are unable to attend the Meeting in person are kindly requested to
" complete, date and sign the enclosed form of proxy and return it promptly in the pre-addressed
envelope provided. No postage is required if mailed in the United States. The Company must
receive proxies at its office by 3:00 p.m., Israel time, on July 1, 2002. Shareholders may revoke
their proxies by providing written notice to Eiron no later than 48 hours prior to the Meeting.
Shareholders who attend the Meeting may revoke their proxies and vote their shares in person.

Joint holders of shares should take note that, pursuant to Article 67 of the Articles of
Association of the Company, the vote of the senior of joint holders of any share who tenders a
vote, whether in person or by proxy, will be accepted to the exclusion of the vote(s) of the other
joint holder(s) of the share, and for this purpose, seniority will be determined by the order in
which the names are listed in the Register of Shareholders.

By Order of the Board of Directors,

e Bogn__

AMI EREL DORON BIRGER
Chairman of the Board of Directors President




ELRON ELECTRONIC INDUSTRIES LTD.

3 Azrieli Center
The Triangle Building, 42nd Floor
Tel-Aviv, Israel

PROXY STATEMENT

This Proxy Statement is furnished to the holders of Ordinary Shares, NIS 0.003 nominal value
(the “Ordinary Shares”), of Elron Electronic Industries Ltd. (the “Company” or “Elron”) in
connection with the solicitation by the Board of Directors of the Company of proxies for use at an
Annual Meeting of Shareholders (the “Annual Meeting”, the “Meeting” or the “AGM”) to be
held on July 3, 2002, at 3:00 p.m., or at any adjournment thereof, pursuant to the accompanymg
Notice of Annual Meeting of Shareholders.

It is proposed that at the Meeting, the Shareholders approve the following resolutions: (1) to
elect seven (7) directors to the Board of Directors of the Company; (2) to approve the.
compensation of the directors of the Company as a group for the fiscal year 2002; (3) to appoint
- Luboshitz Kasierer, Member Firm Of Ernst & Young International as the Company’s auditors
until the Company’s next annual general meeting and to authorize the Board of Directors to
determine the audit fees; (4) to receive and consider the Auditors’ Report, the Directors’ Report
and the Financial Statements of the Company for each of the fiscal years ended on December 31,
2000 and December 31, 2001; and (5) to transact such other business as may properly come before
the AGM or any adjournment thereof.

The Company is unaware at this time of any other matters that will come before the Meeting.
If any other matters properly come before the Meeting, it is the intention of the persons
designated as proxies to vote in accordance with their judgment on such matters.

A form of proxy for use at the Meeting and a return envelope for the proxy are enclosed.
Shareholders may revoke the authority granted by their execution of proxies at any time before
the effective exercise thereof, by filing with the Company a written notice of revocation or a duly
executed proxy bearing a later date, or by voting in person at the Meeting. Unless otherwise
indicated on the form of proxy, shares represented by any proxy properly executed and received
by the Company at least 48 hours prior to the Meeting will be voted in favor of all the matters to
be presented at the Meeting, as described above. On all matters considered. at the Meeting,
abstentions and broker non-votes will not be considered to have been voted. Although abstentions
are taken into account to determine if a quorum is present, broker non-votes are not.

Proxies for use at the Meeting are being solicited by the Board of Directors of the Company.
Only shareholders of record at the close of business on June 3, 2002 will be entitled to a notice of
and to vote at the Meeting. Proxies are being mailed to shareholders on or about June 5, 2002 and
will be solicited chiefly by mail; however, certain officers, directors, employees and agents of the
Company, none of whom will receive additional compensation therefor, may solicit proxies by
telephone, fax or other personal contact. The Company will bear the cost of the solicitation of
proxies, including the cost of preparing, assembling and mailing the proxy material, and will
reimburse the reasonable expenses of brokerage firms and others for forwarding material to
beneficial owners of Ordinary Shares.




On May 23, 2002, the. Company had issued and outstanding 29,093,108 Ordinary Shares, each
of which is entitled to one vote upon each of the matters to be presented at the Meeting. No less
than two shareholders holding one-third of the outstanding Ordinary Shares, present in person or
by proxy and entitled to vote, will constitute a quorum at the Annual General Meeting.

BENEFICIAL OWNERSHIP OF SECURITIES
BY CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

The following table sets forth, as of May 23, 2002, the number of Ordinary Shares owned by
(i) all shareholders known to Elron to own more than 5% of Elron’s Ordinary Shares and (ii) all

Directors and officers as a group:

Noumd?:r of P(grcgnt of
Name and Address ) Srhar:;y Shares
Discount Investment Corporation Ltd. (“DIC”)(1) .... 11,240,232  38.64%
3 Azrieli Center, 43rd Floor
Tel Aviv 67023, Israel

Bank Hapoalim Group ...........cooviiiiiiiinnnne. 1,595,273 5.48%
Tel Aviv, Israel

Bank Leumi Group.................... e 2,374,704 8.16%
Tel Aviv, Israel h

Clal Insurance Group(2) .......c.oovviiiieiiinnnninn 402,757 1.38%
Tel Aviv, Israel

All directors and. officers as a group* ................ : 53,635 0.18%

* Includes options exercisable within 60 days of May 23, 2002.

(1) IDB Holding Corporation Ltd. (“IDBH”) is the parent of IDB Development Corporation Ltd.
(“IDBD”), which, in turn, is the parent of DIC. IDBH, IDBD and DIC are public companies
traded on the Tel Aviv Stock Exchange. ‘

The Recanati family holds through three private companies, namely Israel Financial Holdings
Ltd. (“IFH”), Israel Investment and Finance Corporation Ltd. (“IIFC”) and Financial Holdings
El-Yam (Hamigdal) Ltd. (“Hamigdal”) (the “Private Companies™), approximately 51.7% of the
outstanding share capital and the voting rights of IDBH. The Private Companies may be deemed
to be controlled by Leon Y. Recanati, Oudi Recanati, Judith Yovel Recanati and Elaine Recanati.
Leon Y. Recanati is Chairperson and Chief Executive Officer of IDBH, Chairperson of IDBD,
and Chairperson of DIC.

These persons may be deemed to_share the power to vote and dispose of Elron’s shares
owned by DIC.

On 23 May, 2002, the Private Companies signed an agreement to sell their approx1mate1y
51.7% of the share capital of IDBH to a group comprising Ganden Holdings Ltd. and Ganden
Investments IDB Ltd., Maskit-Man Ltd. (a company owned by the Yitzhak and Ruth Manor
family) and Avraham Livnat Investments (2002) Ltd. The agreement is subject to the fulfillment of
conditions precedent and to the receipt of various approvals, including approvals by general
meetings of the shareholders of the Private Companies, and to approvals required by law. The
agreement also contains various provisions that make it possible for the Private Companies and
the purchasers to cancel the agreement.

Members of the Carasso family together have approximately a 16.1% equity interest and a
10.9% voting interest in IDBH through direct holdings in IIFC and indirect holdings in Hamigdal.
The Carasso family holdings are held almost entirely in the name of Moise Carasso Sons Ltd,,
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which is controlled by four family companies that are beneficially owned by Maccabi Carasso, Yoel
Carasso, Zipporah Mizrahi Carasso, Ariel Carasso, Yonit Goldstein Carasso, Orly Hoshen
Carasso, Sarah Buton Carasso, Edna Oz Carasso and Moshe Carasso. Those shares that are not
held in the name of Moise Carasso Sons Ltd. are held by the above family members.

GS Star Holding Inc., the shareholders of which consist of investment funds that are affiliates
of Goldman Sachs Group L.P, and the directors of which are officers of the Goldman Sachs group,
owns approximately 9.5% of the outstanding shares and voting rights of IDBH. Companies
affiliated with Mr. Eliezer Fishman own approximately 5.3% of the outstanding shares and the
voting rights of IDBH. The remaining shares of IDBH are held by mutual and/or provident funds
controlled by Bank Leumi le’Israel B.M. (6.0% as of May 8, 2002), mutual and/or provident funds
controlled by Bank Hapoalim Ltd. (5.45% as of May 8, 2002) and the public.

(2) The Clal Insurance Group made up of Clal Insurance Enterprises Holdings Ltd. and its
subsidiaries, is deemed to be one of our major shareholders as Clal Insurance Enterprises
Holdings Ltd. is majority-owned by IDBD which is the parent company of DIC, which in turn
is our parent company.

ITEM 1—ELECTION OF DIRECTORS

The Board of Directors has nominated the seven (7) directors of the Company named and
-described below to be elected as directors. All of said individuals currently serve as directors of
the Company. These directors, together with two independent directors, Prof. Ilan Meshoulam and
Prof. Daniel Sipper, shall constitute the entire Board of Directors.

Duly executed proxies (other than those directing the proxy holders not to vote for all or
certain of the listed nominees) will be voted for the election of each of the seven (7) nominees, to
hold office until the next annual general meeting of shareholders and until his or her successor
shall have duly taken office, or such earlier time as he or she shall resign or be removed from the
Board pursuant to the terms of the Articles of Association of the Company or the Companies
Law. The Company is unaware of any reason why any of the nominees, if elected, should not be
able to serve as a director.

If any of the nominees should be unable to serve, the proxies will be voted for the election of
such other person or persons as shall be determined by the persons named in the proxy in
accordance with their judgment.

The nominees, the year in which each first became a dlrector thelr age and the number of
Ordinary Shares of the Company beneficially owned by each on May 13, 2002 are as follows:

Year Beneficial Ownership of

First Ordinary Shares and

Became Options on

Nominee A Director Age May 13, 2002
Ami Erel L. 1999 55 77,487
Avraham Asheri(1)...... J 1999 64 - 0
Dr.Chen Barmir. ..ot 1999 43 0
Lenny Recanati ............ccvvvvennn. e 1992 48 0
Michael F. Kaufmann ............ .0t 1999 58 0
Ziv Leitman ......c.ouviiiiiiiii e 2000 43 0
Itzhak Ravid ... 2000 47 0

(1) Member of the Audit Committee of the Board of Directors (the “Audit Committee”).
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Ami Erel has served as the Chairman of the Board of Directors of the Company since
November 1999 and served as Chief Executive Officer of the Company from November 1999 to
December 2001. Mr. Erel has served as President of DIC since June 1, 2001. Mr. Erel is also a
director of Property and Building Corporation Ltd. and Super-Sol Ltd. as well as the Chairman or
member of the board of other companies in the DIC group and the Elron group. Mr Erel is also
Chairman of Given Imaging Ltd. From 1997 to 1999, Mr: Erel served as President and Chief
Executive Officer of Bezeq-The Israel Telecommunications Corp. Ltd. From 1997 to 1998, he was
Chairman of the board of directors of PelePhone Communications Ltd. From 1993 to 1997, he
served as Chief Executive Officer and director of ForSoft Ltd. and as a director of its subsidiaries.
From 1990 to 1997, he served as Chief Executive Officer and director of F.C.T. Formula Computer
Technologies Ltd. and as director of its subsidiaries. In January 2000, Mr. Erel was elected as
Chairman of the board of Israel Association of Electronics & Information Industries. Mr. Erel
holds a B.Sc. in electrical engineering from the Technion, Israel Institute of Technology.

Avraham Asheri serves as the Chairman of the Company’s Audit Committee. He is an
economic and financial advisor. Mr. Asheri is 2 member of the boards of directors of Discount
Mortgage Bank Ltd., Kardan Nadlan Ltd.,, ISAL Amiat Investments (1993) Ltd., Meditor
Pharmaceuticals Ltd., Elbit Systems Ltd. and Scitex Corporation Ltd. Mr. Asheri was the
President and Chief Executive Officer of Israel Discount Bank from November 1991 until July
1998. Prior to joining Israel Discount Bank in 1983 as Senior Executive Vice President and a
member of its management committee, Mr. Asheri held the position of Director General of the
.Ministry ‘of Industry and Trade. During his 23 years at the Ministry of Industry and Trade and at
the Ministry of Finance, Mr. Asheri held several key offices in Israel and abroad, including:
Managing Director of the Investment Center in Israel, and Trade Commissioner of Israel to the
United States. Mr. Asheri holds a bachelors degree in economics and political science from the
Hebrew University in Jerusalem. ‘

Dr. Chen Barir is the Chairman of Berman & Co. Trading and Investments Ltd. and its
subsidiaries, a private group specializing in seed stage venture capital investments, management
and real estate. Dr. Barir is also Chairman of Galil Medical Ltd., the Chairman and Chief
Executive Officer of Sunlight Medical and a director of Optonol. Dr. Barir holds a masters in
business administration from the European Institute of Business Administration (INSEAD) in
Fontainebleau, France and a doctorate in law and economics from Harvard Law School.

Michael F. Kaufmann is the Chairman of Alcatel Telecom Israel Ltd. and Corporate Senior
Officer In-Country. Since 1970, he has managed Orterac, a family owned company whose charter
has been to initiate business and to market and implement the product portfolio of its principal
companies. He owns and manages D.S. Ltd. & Kibernetics Ltd. In the past, Mr. Kaufmann served
as a board member of Gvanim (a cable television company) and as a General Manager of
Hapoalim Technological Infrastructures Ltd. Mr. Kaufmann holds a bachelor of science degree in
applied physics from the Technion, Israel Institute of Technology in Haifa, and attended the
Harvard International Senior Management Program. .

Ziv Leitman joined DIC in September 2000 as its Executive Vice President and Chief
Financial Officer. From 1998 to 2000, Mr. Leitman served as the Vice President and Chief
Financial Officer of Lannet/Lucent Technologies Networks Ltd., Lucent Technologies Inc.—EIS.
Between 1993 and 1997, he served as Vice President and Chief Financial Officer of Hogla
Kimberly Ltd. From 1989 to 1993 he served as Vice President, chief financial officer and company
secretary of Optrotech Ltd. He serves on the boards of directors of a number of Israeli enterprises
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connected with DIC, including Property and Building Corporation Ltd., Ilanot Batucha
Investment House Ltd., Aprion Digital Ltd. and Bayside Lands Ltd. and is the chairman of the
board of directors of Albar Mimunit Services Ltd. Mr. Leitman is a Certified Public Accountant
and holds a bachelors degree in economics and accounting and a masters degree in business
administration from Tel Aviv University.

Itzhak Ravid has been a partner in the Tel Aviv accounting firm of Raveh-Ravid & Co since
1988. He was a director of Y.L.R Capital Markets from 1992 until 1998. Mr. Ravid was the
Chairman of the board of directors of Nessuah Zannex from 1998 to 1999. From 1981 to 1988, he
was an accountant with Kost Levary & Forer. Mr. Ravid has been a licensed accountant since
1983. He holds degrees in economics and accounting from Tel Aviv University.

Lenny Recanati has been an officer of DIC since 1983 and currently serves as Executive Vice
President and a director. He serves on the boards of directors of a number of Israeli enterprises
connected with DIC, including Bayside Land Corporation Ltd., Tefron Ltd., IDB Holdings Ltd.,
Supersol Ltd. and Elbit Systems Ltd., and is Chairman of the board of directors of Ilanot Betucha
Investment House Ltd. He holds a bachelors degree in economics from the Hebrew University of
Jerusalem and a masters degree in business administration from Columbia University.

Independent Directors

Pursuant to the Companies Law, the Company is required to have two independent directors
on its Board of Directors (the “Independent Directors”). The five-year term of one of the
Company’s independent directors, Prof. Ilan Meshoulam, continues until March 2003. Prof. Daniel
Sipper was elected on February 12, 2001 as the second independent director. In accordance with
the Companies Law as currently in effect, Prof. Sipper’s term of office will be three years, and he
may be re-elected for a second three-year term. '

By law, the Independent Directors, as all directors, are entitled to obtain all information
relating to the Company’s management and assets, and to receive assistance, in special cases, from
outside experts at the expense of the Company. Under the Companies Law, any committee of the
Board of Directors has to include at least one Independent Director, except the audit committee,
which has to include all of the Independent Directors.

It is proposed that at the Annual General Meeting, the following Resolution .be adopted:

“RESOLVED, that the seven (7) nominees recommended in the Proxy
Statement, dated June 5, 2002 as directors be, and each of them hereby is,
elected to hold office for a period of one year, or until the election of their
successors in accordance with the Company’s Articles of Association.”

The affirmative vote of shareholders represented at the Meeting in person or by
proxy and holding Ordinary Shares conferring in the aggregate at least a
majority of the votes actually cast is necessary for the election of the seven (7)
nominees to the Board of Directors.

The Board of Directors recommends a vote FOR all the nominees to the Board of Directors.

5




ITEM 2—APPROVAL OF DIRECTORS’ COMPENSATION

The following table sets forth with respect to all directors of the Company and the Chairman
and Chief Executive Officer of the Company the compensation paid by the Company during the
fiscal vear ended on December 31, 2001;

Cash and Cash-Equivalent
Forms of Compensation
(in thonsands of U.S.9)

Securities or Property,

Insurance Benefits or
Salaries, Fees, Directors’ Fees, Reimbursements and

Commissions and Bonuses Personal Benefits
2001
Chairman and Chief Executive Officer.......... 315% 18
All other directors, except for Chairman and )
Chief Executive Officer ..................... 145 : —

* This comprises compensation as Chief Executive Officer for the period of January to May 2001
and compensation as Chairman for the period of June to December 2001.

The Company is authorized to grant options to purchase up to a total of 463,025 Ordinary
Shares to the Company’s officers and employees. Details concerning these options are as follows:

Series 6 Options

There are outstanding options to purchase an aggregate of 4,500 Ordinary Shares of the
Company, of which options to purchase an aggregate of 2,500 shares are held by one officer of the
Company (the “Series 6 Options”). The Series 6 Options are exercisable at a price of
approximately $11.29 per share. The optionholder is entitled to exercise 25% of the amount
granted, each year, starting in March 1998. The Series 6 Options will expire in March 2006.

Series 7 Options

There are outstanding options to purchase an aggregate of 21,500 Ordinary Shares of the
Company, of which options to purchase an aggregate of 12,500 shares are held by one officer of
the Company (the “Series 7 Options”). The Series 7 Options are exercisable at a price of
approximately $12.51 per share. The option holders are entitled to exercise 25% of the amount
granted, each year, starting in March 1999. The Series 7 Options will expire in March 2005.

Series 9 Options

The Chairman of our Board of Directors was granted options to purchase 58,154 Ordinary
Shares of the Company (the “Series 9 Options”). The Series 9 Options are to be granted ratably
~over a period of three years commencing in February 2000 and are exercisable for a period of
three years, commencing two years after the date of grant.

The per share exercise price of the Series 9 Options granted in February 2000 and 2001 is
approximately $21.38. The per share exercise price of the Series 9 Options granted in February
2002 is $13.01.




Upon exercise of the Series 9 Options, the option holder will be granted a number of shares
reflecting the benefit component of the options exercised, as calculated at the exercise date, in
consideration for their par value only.

Series 10 Options

There are outstanding options to purchase an aggregate of 33,000 Ordinary Shares of the
Company of which options to purchase an aggregate of 20,000 shares are held by one officer of the
Company (the “Series 10 Options”). The Series 10 Options are exercisable at a price of
approximately $29.38 per share. The optionholders are entitled to exercise 25% of the amount
granted, each year, starting in October 2001. The Series 10 Options will expire in October 2007.

Series 11 Options |

The Chairman of our Board of Directors was granted options to purchase 58,000 Ordinary
Shares of the Company (the “Series 11 Options”). The Series 11 Options are to be granted ratably
over a period of three years commencing in June 2001 and are exercisable for a period of three
years, commencing two years after the date of grant. The first amount of 19,333 Series 11 Options
was granted in June 2001.

The per share exercise price. of the Series 11 Options granted in June 2001 is $19.05.

Upon exercise of the Series 11 Options, the option holder will be granted a number of shares
reflecting the benefit component of the options exercised, as calculated at the exercise date, in
consideration for their par value only.

Series 12 Options

‘There are outstanding options to purchase an aggregate of 42,000 Ordinary Shares of the
Company held by two officers of the Company (the “Series 12 Options”). The Series 12 Options
are exercisable at a price of approximately $18.87 per share. The officers are entitled to exercise
25% of the amount granted, each year, starting in June 2002. The Series 12 Options will expire in
June 2008.

Series 13 Options

There are outstanding options to purchase an aggregate of 34,871 Ordinary Shares of the
Company held by one -officer of the Company (the “Series 13 Options™). The Series 13 Options
are exercisable at a price of approximately $13.39 per share. The officer is entitled to exercise 25%
of the amount granted, each year, starting in August 2002. The Series 13 Options will expire in
August 2008. :

Series 14 Options

There are outstanding options to purchase an aggregate of 45,000 Ordinary Shares of the
Company of which options to purchase an aggregate of 20,000 shares are held by one officer of the
Company (the “Series 14 Options”). The Series 14 Options are exercisable at a price of
approximately $11.69 per share. The optionholders are entitied to exercise 25% of the amount
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granted, each year, starting in September 2002. The Series 14 Options will expire in September
2008.

Series 15 Options

There are outstanding options to purchase an aggregate of 148,000 Ordinary Shares of the
Company of which options to purchase an aggregate of 120,000 shares are held by three officers of
the Company (the “Series 15 Options”). The Series 15 Options are exercisable at a price of
approximately $10.38 per share. The optionholders are entitled to exercise 25% of the amount
granted, each year, starting in October 2002. The Series 15 Options will expire in October 2007.

Series 16 Options

There are outstanding options to purchase an aggregate of 18,000 Ordinary Shares of the
Company held by one officer of the Company (the “Series 16 Options”). The Series 16 Options
are exercisable at a price of approximately $11.15 per share. The officer is entitled to exercise 25%
of the amount granted, each year, starting in November 2002. The Series 16 Options will expire in
November 2007.

Elron Software Stock Option Plans

Two officers of the Company were granted up to a total of 845,000 options exercisable for up
to 845,000 shares of common stock of Elron Software Inc. (“Elron Software”) in accordance with
the option plans approved and amended in November 1997, December 1998, November 1999, May
2000 and November 2001. Pursuant to the terms of the plans, the exercise price of each option will
be the fair market value of the shares on the date of grant. The options will vest over a four-year
period.

As a result of the demerger of Elron Software effective as of April 1, 2000 to two
companies—Elron Software and Elron Telesoft Inc. (“Elron TeleSoft”)—each option granted
prior to the demerger is exercisable for one share of common stock of Elron Software and one
share of common stock of Elron TeleSoft. The exercise price of each of these options is $0.50,
which will be divided equally between Elron Software and Elron TeleSoft.

Directors’ Compensatlon

The Compames Law (as well as the former Israeli Companies Ordinance) requires that the
terms and conditions of employment of a director, including the terms and conditions of his or her
employment as an officer of a company, be approved by the audit committee of such company and
by its board of directors, as well as by such company’s shareholders voting at a general meeting.

Following approval by the Audit Committee and by the Board of Directors, it is proposed
that the Company grant compensation to all of the Company’s directors for the fiscal year 2002, in
the maximum amount permitted under the Companies Regulations (rules regarding compensation
and expenses for an external director), 2000 (the “External Director Regulations™) for companies
of the same classification of the Company in relation to its shareholder’s equity.

According to the External Director Regulations, in addition to reimbursement of expenses,
the current maximum amount permitted per director is approximately NIS 44,000 (approximately

8




$9,100) for one year and in addition approximatety NIS 1,700 (approximately $350) per director
for participation in each of meetings of the Board of Directors. These amounts are linked to the
Israeli Consumer Price Index.

It is proposed that at the Annual General Meeting, the following Resolution be adopted:

“RESOLVED, that the compensation paid and to be paid in 2002 to the
Directors of the Company as described in the Company’s Proxy Statement,
dated June 5, 2002 be, and hereby are, approved and ratified.”

The affirmative vote of shareholders represented at the Meeting in person or by
proxy and holding Ordinary Shares conferring in the aggregate at least a
majority of the votes actually cast is necessary for the approval of the Ordinary
Resolution. :

The Board of Directors recommends a vote FOR approval of this proposed Resolution.

ITEM 3—APPROVAL OF APPOINTMENT OF LUBOSHITZ KASIERER,
MEMBER FIRM OF ERNST & YOUNG INTERNATIONAL

Luboshitz Kasierer, Member Firm Of Ernst & Young International, has been nominated by
the Board of Directors of the Company for appointment as the auditors of the Company until the
Company’s next annual general meeting. Luboshitz Kasierer, Member Firm Of Ermnst & Young
International has no relationship with the Company or with any affiliate of the Company, except
as auditors.

It is proposed that at the Annual General Meeting, the following Resolution be adopted:

“RESOLVED, that Luboshitz Kasierer, Member Firm Of Ernst & Young
International be, and they hereby are, appointed as auditors of the Company
until the Company’s next annual general meeting and that the Board of
Directors be, and hereby is, authorized to determine the fees of said auditors.”

The affirmative vote of the holders of a majority of the Ordinary Shares
represented at the AGM in person or by proxy and voting thereon is required
to adopt the Resolution appointing Luboshitz Kasierer, Member Firm Of Ernst
& Young International as auditors of the Company.

The Board of Directors recommends a vote FOR approval of this proposed Resolution.

ITEM 4—CONSIDERATION OF THE AUDITORS’ REPORT, THE DIRECTORS’
REPORT AND THE FINANCIAL STATEMENTS

At the Annual General Meeting, the Auditors’ Report, the Directors’ Report and the
Financial Statements of the Company for each of the fiscal years ended December 31, 2000 and
2001 will be presented.

The Annual Report for 2001 including the Financial Statements, Auditors’ Report and the
Directors’ Report for 2001 is attached to this Proxy Statement. The Financial Statements for 2000
are not attached to this Proxy Statement as these have previously been provided or made available
to the shareholders.




It is proposed that at the Annual General Meeting, the following Resolution be adopted:

“RESOLVED, that the Auditors’ Report, the Directors’ Report and the
Financial Statements of the Company for each of the fiscal years ended
December 31, 2000 and December 31, 2001 be, and the same hereby are, and
each hereby is, received and considered.”

The affirmative vote of shareholders represented at the Meeting in person or by
proxy and holding Ordinary Shares conferring in the aggregate at least a
majority of the votes actually cast is necessary for the approval of this
Resolution.

The Board of Directors recommends a vote FOR approval of this proposed Resolution.

OTHER BUSINESS-

Management knows of no other business to be transacted at the Meeting, but if any other
matters are properly presented at the Meeting, the persons named in the enclosed form of proxy
will vote upon such matters in accordance with their best judgment.

By Order of the Board of Directors,

V ' Jenert B0 __

AMI EREL | DORON BIRGER
Chairman of the Board of Directors President

Dated: June 5, 2002
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BUILDING WITH [SRAELI KNOW-HOW

ELRON STRIVES TO IDENTIFY POTENTIAL

TECHNOLOGY LEADERS; TO CREATE AND

BUILD ISRAELI TECHNOLOGY COMPANIES

WITH GLOBAL POTENTIAL. I
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STRIDING AHEAD

T OUR SIGHTS ARE CLEARLY SET ON
UILDING FOR THE FUTURE

BUILDING LONG-LASTING COMPANIES

COMPLISHED TEAM IS
il o AND CREATING SHAREHOLDER VALUE. l
DEDICATED TO HELPING OUR

COMPANIES REALIZE THEIR FULL

"POTENTIAL—WORKING TO DEVELOP
STEP-AHEAD TECHNOLOGIES FOR

TODAY’S COMPETITE

MARKETPLACE. I ;




HiGH-TECH PIONEERS
The birth of Israeli high tech can be traced back to 1962, with the founding of Elron. ) our decades, Elron
has written many chapters of Israel’s high-tech history. The‘oroducts it developed have { lives around the world:

I . L b. . .
from defense electronics, navigation systems, scanners, and ultrasound to digital chips and miniature video capsules.

-BiTS, BYTES, AND BLACK BOXES

In its early years, Eiron focused on defense., .partioularly the fields of electronics and avionics, as well as the smbryonic
medical and technology sectors. In 1966, Eiron founded Elbit, which combined the expertise of the Ministry of Defense- ‘
Research Institute in special computer design with Elron's experience in electronic product design and manufacture '
and management. Elbit's primary focus: defense, medical, and communication. Elbit went on to pioneer its minicomputer,
the Elbit 100, and made strides 1q medical electronics. fts mifitary wing steadily expanded, moving from black boxes |
to systems engineering. The company ré’ached many .signiﬁcant milestones by the early '80s: developing and producing?j
logistic-support weapon defivery and navigation systems for most Israeli aircraft, establishing a combat-avionics packagef

for the Lavi fighter aircraft, and-producing a fire-control system for the Merkava tank.

“MORE THAN A COMPANY, AN ADVENTURE...” ‘
Elron was ready to conquer new frontiers at the end of the 1960s, spinning off Eiscint in 1969, Eiscint forgec a new |
technology in medical imaging: computer tomography (CT). In just over 10 years, the company achieved major
breakthroughs, overshadowing the competltion by reducing the scanning operation 1o seconds. it also entered the
realm of ultrasound. In 1972, Elscint became the first Isragli company to go public on the Nasdag (ELT). Eiron followed
suit: listing on the TASE in 1975 and on the Nasdag in 1881. In 1980, Elnit's medical arm, which later became Eibit
Medical Imaging, acquired & majority share in Elscint. ‘|n 1996, Elbit spun off into three independent companies: Elbit
(Nasdag: ELBT), tibit Medical :
Systems {Nasdag: ESLT).

3 Imaging (Nasdaq: EMITF), and Eibit
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Elscint's medical The vision that became a reality: Uzia Galil
direction Elron's founder, president, and chairman o

' GROWING AT THE SPEED OF LIGHT the board until 1999, in the earty 1960s

] In its role as a trailblazer, Eiron continued to inve§1 in cutting-edge technologies. In 1978, another Cuﬁing-edge company
; was formed: Fibron{cs International Inc., a company dedicated to developing fiber-optic technologies. Three years later,

Elron established Optrotech, the company that pioneeréd automated optical inspection of printed circuit boards. The
. Optroteoh—Orbqt merger formed Orbotech (Nasdag: ORBK), & world 1eédér in automated optical inspection (AQ! and
3 : imaging and computer-aided manufacturing (CAM) technologies. Zoran (Nasdag: ZRAN), a developer of dig'ital éignal

: processing (DSP) technology, was founded in 1983. Today, it is a leading provider of digital solutions-on-a-chip. Eiron
sdd its interest in Zoran in 2000. At the end of the '80s, Chip Express, an Elron spin-off which manufactured devices

i from application-specific integrated circuits (ASIC), was started.

BOARDING THE INFORMATION SUPERHIGHWAY

; Elron continued to fbrge ahead, seeking out new technologies and moving ahead of
the times: in the early '90s, Eiron was one of the first Internet pioneers, expanding into information technologies and
communications by the end of the decade. Landmark companies founded during the ‘90s include NetVision, Israel’s
iafges_t Internet sevice provider (ISP}, Partner, Israel’s GSM operator; Oren Semiconductor, provider of DSP-based
‘ INtegrated circuits for digital TV broadcasting: and Elron Software, developers of Internet poiicy management HPM)
' - Solutions. In line with its strategic focus on information tachnology (T) and otner key industries, Eiron divesied itself
of Elbit Medical imaging in 1999. Given Imaging's IPO in 2001 was the first to be fisted on'the Nasdag (GIVN) after

the tragic events of Sebtember 11.

TECHNOLOGIES FOR THE NEW MILLENNIUM
Tiron forges ahead in its role as an Israeli high-tech leader by identifying, creating, and building leading-edge technciogy

Companies. Elron continues to build—turning today's knowleage capital into tomorrow's businessas.

Elron. A Step Ahead.
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ye%r ﬁ001 is.indelibly etched in the minds of investors
-a3s.th yéér when many high-tech conipanies simply
ppeared, some technology giants were awash in red
k; éumerous business concerns underwent restructuriné
'r'égrami"s,band thé Nasdaq plummeted. The year saw the
logy sector return to sensible and realistic business
mod}z_l; énd traditional economic values such-as sales,
srofits, énd positive cash ﬂows.

\e"5~pife the challenges that occhrred in 2001, Eiron
gm‘alﬁ‘:e‘d committed to building, developing, and fostering
rowth. Loyal to our philosophy, Elron participated actively
ure that its investments made a difference. Our
up covmpanies continued to benefit from Elron’s
,xpertisé ahd earn from our added-value activities:

ing corporate direction and strategic guidance,

qrdex_'b tQ cope with the tough market environment of

OOI;V\.I‘E actively assisted our group companies with

:';A_:Al.though we remained focused on four main sectors—

;%,Defense, IT Software, Communication, and Medical
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Devices—these areas are not set in stone. We remained
attuned toi emerging growth technologies but are not
changing direction with every change in technology
fashion. Rather, management takes a long-term view of
developments in the technology landscape and makes
very studied long-term decisions regarding investments,
A testimony to the quality of our decisi_ons is the strengih

of our companies and their management teams.

Gummﬁ OUR COMPANIES

- The last year marked a time of change for Elron’s family |

- of companies and affiliates.
Elbit Systems, Israel’s largest non-government de‘fense
electronic company, continued to grow in 2001 following
the successful completion of its merger with EI-Op in
2000. The éompany’s 2001 revenues were $765 million,
compared to $591 million in 2000. Eibit Systems’ backlog
of orders totaled $1,566 million at the end of 2001.
In view of the current economic conditions, companies in
our group still in their early stages were undergoing a
restructuring program in order to adjust themselves to
the downturn in the economvy and to reduce their operating
expenses. Minimizing burn rate without hurting core
activities was, and still is, the foremost objective of
management. More mature comﬁanies such as Elron
Software, Elron Telesoft, NetVision, and Chip Express,
implemented cost reduction plans in order to achieve
profitability and turn cash flow positive.

Eiron Software, operating in the fieids of Internet security,

Elron. R Step Ahead.
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its managemeht team, developing new or enhanced
products, and making the transition to new sales channels.
In 2001, Elron Telesoft sold its non-core activities in the ©
banking and defense fields for $9 million. Following these
transactions, Elron Telesoft is focused on developing
software products and system integration services for
telecommunication operators. Significant cost reductions
plans implemented in 2001 should make Elron Telesoft a
profitable company in 2002.

NetVision, Israel’s leading ISP, becaﬁ»e profitable on an
operating basis and achieved cash flow posiﬁve in the
second half of 2001, which was an impressive turnaround

compared to 2000. N

BUILDING TECHNOLOGY LEADERS

Our start-up companies implemented cost reduction plans,

and with our assistance, secured their cash resources
through private placements in spite of a variable market
environment. In 2001, we invested $10.6 million in our .
group companies, which enabled them to continue to
build their products and markets.

Oren Semiconductors, a developer of produﬁts for digital
broadcasting, completed a private placement in which
Sony Electronics invested $5 million. Wireless broadband
access company, Witcom, completed a private placement
that raised $18 million. Cryosurgery medical devices
developer Galil Medical produced the first application to
cure prostate cancer and continued to increase its

revenues.
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In October 2001, Given Imaging became the first company
to successfuily complete a public offering on the Nasdag
after the tragic events of September 11. The company’s
market valuation was $300 million. Its innovative

products —miniature video capsu>les thét provide high-'
quality color images from the small intestine —received
FDA approval and the CE Mark in the second half of 2001,
allowing it to Sell and distribute its products in the United
States and Europe. its revenues in the second half of 2001

amounted to $4.7 million.

MAINTAINING OUR VISION

In 2001, we invested $19.$ million mainly in supporthing
the companies in our group, which allowed them to
continue developing their products and markets. At year’s
end, our strong balance sheet showed shareholders’
equity of approximately 73% and a net cash amount of
$44.4 million. Our losses in 2001 totaled $48.3 million.
These results reflect the general downward trend in the
high-tech industry and mutable market conditions. This
trend also impinged on one of our primary sources of -
income: our ability to complete successful exits. However,
the uncertain market caused us to take some steps to
help us have successful exits and growth in 2002. Qur
other source of income, derived from our sh‘are in the net
incomé (or loss) of our affiliates, was also affected in
2001. Many companies in our group are still in the early
stages of development, while others are investing a-lot
of resources in developing their products and markets.

These companies are not yet profitable.
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MERGING FOR GROWTH

in July 2001, we began the process of merging Elbit Ltd.
into Elron for 5,600,000 shares of Elron. in November
2001, we signed an additional agreement to acquire
bis;ount Investments Corporation’s (DIC) —Elron’s parent
company—67% share 6f DEP, an investment company
jointly heid by Elron and DIC, for 2,262,000 shares of
Elron. Upon compietion of these two important mergers,
anticipated in the first half of 2002, the two holding —
companies in our group, Elbit and DEP, will becohe wholly
owned subsidiaries, which will simplify and streamline
the organizational structure with greater cash resources
available. Savings will also be realized on operating and
management costs. The new structure presents the
company with an opportunity to enhance shareholder
value and achieve potential synergies among the holdings
of Elron, Elbit, and DEP. We believe these mergers will

' form the foundation for growth over the next years.

A STEP AHEAD...

We remain confident that Eiron possesses sufficient high-
quality in\-lestments to be able to weather adverse market
conditions. Moreover, the current climate in the technology
sector may actually render it possible for us to exploit
various attractive investment opportunities.

Elron intends to effectively use its considerable cash
fesources in continuing to build and support its group
companies while adhering faithfully to its creed: To invest,
Nurture, and build high-potential technblogy companies
in order to carry out the most profitable exit strategies

that witl give maximum value to our shareholders.

‘continues as chairman of the board.

In September 2001. Doron Birger became the company’s
president in addition to his position as CFO, a position

which he has held for the last seven years. Ami Erel

We thank our employees for their cantinuing contribution
and effort in promoting the company’s business endeavors
and extend our gratitude to our shareholders for their

continued support and confidence.

Joer bn_

Doron Birger
President and CFO

Ami Erel
Chairman of the Board

Elron. A Step Ahead.
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EIbit Systems Ltd.

COMPREHENSIVE DEFENSE SOLUTIONS

ELBIT SYSTEMS STARTED AS ELBIT LTD., AN ELRON COMPANY, BECOMING AN INDEPENDENT ENTITY,

ELBIT SysTems LTD., IN 1996,

Elbit Systemns Ltd. (Nasdag: ELST) is a world leader in large-scale defense projects and upgrade programs for air, sea
and ground-based military piatforms. A principal developer of advanced electronics and electro-optical systems, Elbit!
advanced technologies and programs encompass the full range of defense operations:

Aerospace Aircraft and helicopter upgrades, state-of-the-art avionics, helmet-mounted systems, digital maps, aeria
reconnaissance, guided v’veapon_systems‘ and unmanned airborne vehicles (UAVS).

Ground Armored venicie upgrades, advanced fire control systems, thermal imaging and laser systems, eectrical

turret drive, and crew protection systems.




Ccommand, Control, Communications, Computers & Intetligence (C4l) Information and battle management
sysiems, software intensive C* programs for ground and naval applications, coastal and border control projects.
The company's systems are Currently supplied to major military platform manufacturers in the United States anc Europe,

and ic defense forces in lsrael and other countries. Elbit Systems Lid. is also traded on the Tel Aviv Stock Exchange.

Eibit Systems Lid.'s strategy of establishing commercial ventures based on military technologies developed by
= e company has resulted in several projects —jointly owned with strategic investors —in the areas of optical
. communications, commercial sateliites, and medical equipment. In an era of heightened homeland security concarmns,
Elpit Systems is at the forefront with unique strengths that come together in comprehensive solutions for diverse

scenarios and applications.

www.elbit.co.il
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Elron Software

INTERNET SECURITY AND CONTENT FILTERING

FOUNDED BY ELRON.
Since 1967, Zlron Software's family of Internet policy management (IPM) solutions has helped more than 4,600

organizations cClearly see their Interet activity so they can make informed business decisions to protect their company’

employess, assets, and reputation.




or Software's family of IPM sclutions enables organizations (o monitor and manage employes Web anc e-mail usage.

intermet Manager® product ling inCluding IM Web Inspector™, 1M Message Inspector™, IM Anti-Virus™  anc M

Ann-Firewall™ is a comprehensive set of solutions for Web access control, e-mail content filtering, and virus and

Al e Bl gt PR

nework protection. These award-winning security solutions maximize the productive use of the internet while minimizing

associated risks: confidential data loss, reduced productivity, legal liability, network congestion, and virus atiacks.

' "‘i
(h

: www.elronsoﬂware.com
. www.elronsoTtwale. Lol

llran Telessoft

. SOLUTIONS FOR A CONNECTED WORLD

. FOUNDED BY ELRON.
E]ror Telesoft develops and markets innovative network management solutions for teleco'n carriers and service providers.
:\rons Call Detall Recorc (COR) applications, Network Management Systems (NMS), and IP Service delivery sclutions,
- snable telecom carriers to deliver value-added and customized services to their customers, ensuring reliable delivery
Whl lowering operational costs and generating new sources of revenue.

i} « Call Performance Manager —a family of products for analyzing network performance and service quaiity for wireline
anc wireless operators

- » £38B —viling verification offering' CDR capabilties and providing inter-carrier reconciliation

~ *» AMOS —network management platform enabling efficient management of network resources, traffic, perdormance
and fault monitoring

- * Intertools — IP Service platform for managing broadbiand Internet access

- www.eirontelesoft.com

Texteiogy

¢ MARK MY WoRDS

- ELBIT JOINED FORCES WITH ENTREPRENEURS TO FOUND TEXTOLOGY.
: 'eXIquOy enables organizations to manage diverse unstructured information. It provides an integrated

Dla‘form for automatic text categorization, accurate text extraction and summarization, natural language

5’ Search. and personalization. Textology classifies and analyzes text according to multiple features, making it easy to

i Of formats inciuding spreadsheets, presentanons e mails, and oniing news reports.

: FOUﬂde” as & joint venture between Elbit and Assa-Or, an algorithm research company specializing in artificial intelligence;

: ex10iogy's hyorid technology combings linguistics, statistics, and maching learning.

‘"""‘“\emﬂcaum_
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SUPPLYING THE CHAIN

ELBIT INVESTED WITH ENTREPRENEURS TO FORM CC.

Through its automated inter-enterprise fechnology, the israel Commerce Community (CC) «
organizations to form private trading communities and build better relationships with their cu
and suppliers. The ICC piatform allows the entire supply chain process to be managed ¢
Internet, providing customers and suppliers with & powerful 100l that streamiines the full proct

cycle. Moreover, the ICC solution easily integrates with existing ERP and legacy systems

Powered by an Oracle database, running on Windows and UNIX, and supporting XML, F
EDI, e-mail, and flat files, the ICC solution automatically interfaces witn third-party logistics (TPL) warehouses, dis
infrastructures, and electronic banking systems. ICC utilizes the SSL protocal.

The company has established technological partnerships with Oracle, Hewlatt-Packard, and SilverNet and log
partnerships with FedEx Isragl, Flying Cargo, and DANZAS-AEL

www.iccom.co.il

Mediagate

GET THE MESSAGE

ELRON JOINED FORCES WITH ENTREPRENEURS TO FORM MEDIAGATE.

Mediagate designs, produces, markets, and supports the iPost advanced messaging platform fdr telephony ope
a carrier-élass‘platform combining voice, fax, and e-mail messaging. iPost enables users to manage any type
message (voice, fax, -mall, image, or video) through a single “e-mail-centric® server-based account. Messa
be accessed from landline, mobile, WAP or 3G telephones: pagers; fax machines; as well as standard e-ma
Web applibaﬁons. The platform is based on open standards, allowing telephony operator$ to customize the ¢
to meet market needs. Mediagate’s products permit next-generation service providers the ability to offer new

and generate new revenue straams in this increasingly crowded market,

www.mediagate.com

=y

JUST IN TIME

FOUNDED TO COMMERCIALIZE RDC TECHNOLOGY.

ingeneo provides a new approach to marketing: Just-in-Time markéting ingeneo's Seizer™ solution
suite iums call centers into profit centers, enabling enterprises to tum inbound customer contacts reaching thei
channels into proﬁt—generating‘ interactions. »

in one deployment aione, Seizer delivered response rates of 40%—~ 10 times greater than the most effective
marketing campaign —for marketing offers made to incoming calls from customers of a banking call center. £
works across muitiple service channels and can be easily integrated into call centers and self-service Web s

18 www.ingenec.com

19
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.deals of the Web. Netvision develops and operates the Na'na internet portal, one

"Partner has changed the face of the celiular market in Israel through its innovative marketing, wide selection of servicss

NetVision

A “NETWORTHY” PIONEER

IN 1996, NETVISION MERGED WITH ELRONET, AN ELRON IN-HOUSE OPERATION.
Founded in 1994, NetVision Lid. is lsrael's leading and largest supplier of intermet solutions for organizations, busmesv
and residential users. The company pioneered internet senvices in Israsl and since its establishment has led the )
development of the Israeli Internet market. NetVision designs integrated Internet solutions that match the needs of _
usérs—making users' lives mare efficient, easier, and convenient with the help of advanced Intemet technologies.
NetVision offers its business customers a variety of Internet-based services from dial-up Internet connectivity ~via ISDI
ASDL, or leased lines —10 integrated solutions constituting a corﬁplete s-ystem These solutions include providing :
services for data security and server storage, developing complex Internet and intranet applications, and outsourckn
of CRM services. The company's residential customers enjoy connectivity services from 56k modems and ISDN lined
10 broacband ADSL connections and & wide range of value-added Internet services ¥NeTVIsioN: -

and products. Netvision communicates with its community of users dh a‘regular ’

basis, offering them cutting-edge services, top-of-the-line products, and the best

of the most popuiar portals in Israel, and NetAction, Israsl's leading e-commerce

platiorm. Na'na first aired in July 1999 and immediately assumed a leading position
in the Israeli Internet content market. Na'na offers its visitors a wide range of content
channels, internet senvices, and community feayture& Founded in 1998, NetAction,
Israel's first auction site, conducts hundreds of sales and thousands of transactions
daily.

www.netvision.net.il

Partner/orange

A POWERFUL PARTNERSHIP

TOGETHER WITH PARTNER, ELBIT BRINGS GSM TO ISRAEL.

Partner Communications Company Ltd. (Nasdag: PTNR) operates :
fhe GSM mobiie telephone network in Israel. Este{bushed in 1997 and starting commercial operations at the beginniny
of 1999, Partner operates under the influential intemnational crange™ brand. orange provides a growing array of service
in G0 countries through & worldwide network of 222 GSM operators. Partner serves over 1.5 million subscribers in 1

lsrael.

advanced technology, and value-added applications. Subscribers benefit from a high-quality network and customer

service, progressive wireless applications, and a range of rate plans.




canper was recently awarded a license fram israel's Ministry of Communication for a third-generation (3G) spectrum
%&ncg Tnis license wil enable the company to move ahead with its plans to launch an advanced 3G celiuiar network

-:m Igragl, thereby ensuring that the company's subscribers continue to enjoy superior wireless services

;—armﬁf is alsc listed on the London Stock Exchange (PCCD) and the Tel Aviv Stock Exchange (PTNR).
ﬂm@w

K.1.T. elearning

INFORMATION TECHNOLOGY BY DEGREES

ESTABLISHED 1N 2000 BY Kipum AND ELRON.

1994 e
T, s-Learning provides high-guality online c‘ducatton to professionals around the world, For those iooking to further

x993 ..a_
their education or enhance their professional standing without interrupting their careers, K1 T.'s exceptional degree :

1092 —
proarams offer a robust collaboration between academia, educational service providers, and industry. Studying online

1951 n
presems addnt;onai advantages: students study at their convenience and learn what they need when they need it. The

4

1990 mmm
strgxous University of Liverpool awards K:1.T's M.Sc. in Information Technology or M.B.A. degress. '

1989 s
T. tailors soiutions not just for busy individuals, but aiso organizaticns in the public and private sectors. In 2007 N

1988 oo
T. signed agreements with strategic regional partners in the Far East. The company also reached corporate )

1587 aampeme
sponsorshic agreements with global companies, including the veteran IT services: company EDS and banking group

'
s
1986 s
1

i

. 1985 wmuame
ﬁrst group of studenis began studying in April 2000, shortly after the company's founding. There are now several

1984 mupmea
1983 "':."
1982 _:_
1981 -‘*.—
) ‘ 1580 _"._
bit Vilash swwn T

- : : 3
KETING éoss DIGITAL T -T.
- , . 1977 maloma
FYCQUIRED BY EL8IT IN 2000. 1976 _L_
b (branded as "NowMarketing") is & leading developer of'permission-based digital mérketino §olutions that drive 1975 __:_
Omer acquisition, retention, and loyalty through the use of a variety of interactive technologies. Its highly targeted 1974 _:__
RoN-intrusive, interactive direct marketing applications are designed to provide innovative marketing communication 1973 _:'__
< gjtiorws that enable an mstantaneous.wopt-in consumer-initiated path between marketers and their target audience 1972 _‘__
b wMarketing's servicas afiow for stficient and measurable direct response campaigns that strengthen and enhance 1971 _‘...
'{:ustomef relationships by facilitating a positive feedback loop to the marketer. NowMarketing's two core offerings, 1970 _'a‘-
INOWCode and Vflash, take advantage of the dynamic, real-time characteristics of the Internet and wirsless platforms. 1969 _:‘-
Ffbﬂ Vllash nas created successiul branding and censumer marketing programs for companies including NBC, Coca- 1968 -:—
Cole, Blockouster, booksonline.com, the rack group Creed, and others. 1967 -—l,"
Www.vflash.com - 1966 =
1965 —“r
Elron. A Step Ahead ™

1963 -
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In 1999, EL BIT’WVESTED IN CELLENIUM TO BOOST ITS DEVELCPMENT,

The Cexrer: m platform turng the cell phone into a full eiectronic payment soiution that
comqmes mobile commumcaﬂom with transactions and authorizaticns. Thne system uses
exisiing telecommunicaticns and payrnent and merchant infrastructuras. The secure,
flexiole systern enables smooth integration with all mobile technologies and requires
no modification to handsets.

With Celienium, cellular sutsscribers enjoy a convenient, reliable soittion for placing

orders and making payments for services including parking, fusling, taxi, ticketing, and
fast food. Mercnanis can access sunscribers in a personalized manner to manage online loyalty, rewards, and otif__xg_e[_
benefit programs. Cellenium handles all mobile payment nesds and interactive marketing. It also cifers various payment
mechénisms: credit, debit, prepay. The Celienium solution is currently in use in Furope, the Far East, Israel, and the
United States. |

www.cellenium.com

m-Wise

GATEWAY TO VALUES

m-Wise develops the proprietary carrier-grade MOMA Gateway that glvés operators, businesses, service pfovideréf
application developers, énd content companies a comprehensive solution for mobile services and transactions. The
Gateway manages and facilitates controt of interactive SMS at high traffic levels, A language- and medium-independent
sclution, MOMA Cateway offers interactive applications, access and delivery, biling and content management features
that are compatible with SMS, EMS, WAF, and voice (IVR) protocols. It is designed 1o become a hub for future services,
such as MMS. ‘
The MOMA Gateway features more than 100 ready-to-use applications from news and eniertainment to sports statistics
and gaming, an integrated billing solution, and a content management function. m-Wise has reachad licensing and
business agreements with numerous leading Eurcpean téieoom operators. The company has more than 5C content

clients.

www.m-wise.com

Celifkct

GET THE MESSAGE

Founpep BY ELBIT IN 2000.
With itg proprietary CellAct Nimbus technology, CellAct offers value-added services to contact and call centers and
maobile CRM, mobile direct marketers and promoters’ systems, loyalty clubs, and mobile interactive television production
CeliAct is & pioneer in carrier-grade, field-proven, two-way SMS service platforms, and CeliAct Nimbus dsfivers the
robust performance required by mass volume applicatiors.

Celact Nimbus' full-featurec development kit enables easy customization while its moduies provide full-service daivery




The kit can be used for bowh "pull” and "push” appiications. The SDK system enging lets developers effortlessly integraie
applications with data originating in the cellular environment, such as mobiig-originated messages.

www.cellact.com

! WIRELESS

Wavison

THE NEXT WAVE IN WIRELESS SYSTEMS

ELRON JOINED FORCES WITH ENTREPRENEURS TO LAUNCH WAVION.
Wavion develops broadband wireless systems based on space-time processing iechnology. Antenna arrays and

sophisticated signal processing are used o provide significant performance gains in parameters such as system

- capacity, range and penet atior, data rate, multipath mitigation, and mtef‘erence cancellation. The modular teﬂhnology
« Ccan be easily integrated into any wireless communication system

w WWw.wavicn.com

?ME3!$%%§ T%BEEE@EI@E&S {israell

ULTRA WIDEBAND-BASED REAL-TIME LOCATION SYSTEMS

- ELRON FUNDED PuisICOM IN MARCH 2001.
= Capable, real-time iocation and tracking sysiems (RTLS) for confined spaces. It employs the recently FOC-approyed
+ ultra wideband technology (UWB) and other short-pulse technigues. These, combined with novel algorithms and,

i+ architeciures, yield affordable products with best-of-breed performance and simple installation. Pulsicom's team

pOsssseses a unigue blend of experience and expertise in UWEB antenna and electronics ¢o-design, communications,
> position-determination algorithms, and application-spacific system architectures. Pulsicom has demonstrated the

* feasibllity of its technoiogy in real-world environments, has secured beta sites, and expects to complete its first

prototype in late 2002,

" www.puisicom.com

Witcom

PROVIDING BROADBAND NETWORKING SOLUTIONS

FounDeD B8Y RDC TO COMMERCIALIZE RAFAEL’S TECHNOLOGY.

Witcom aims 10 become an intermational leader in broadband wirgless networking soiutions
for the islecom, datacom, and Intermnet access markets. With the rapid growth of voice
‘Ie\ephomy and high-speed data networks worldwide, wireless networking is becoming

e technology of choice for many applications. Witcom addresses this opporunity with

a portfolio of point-to-point radio links using cutting-edge technology and offering superior
periormance ai competitive prices. Products available support the range of capacities from low tc medium (E3/73)
10 high (multicle E3/Ts and 100 Mbps) In various freguencies. An ultrahign capacity product is currently under
deveiopment. Low-Cost design, modular architecture, and superior perfiormance give \Witcom the competitive edge.

www.wit-com.com

Eiron. & Step Ahead.
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Given Imaging

EXPANDING THE SCOPE

FOUNDED BY RDC TO COMMERCIALIZE RAFAEL'S TECHNOLOGY,

Founded in 1998, Giver Imaging is a developer and manufacturer of & proprietary non-invasive technology for the
diegnosis of gastrointestinal disorders and’ diseases. The companys Given® Diagnostic System provides medical
proiessionals with innovative tools for the early detection and diagnosis of diseasss of the gastrointestingl trac.
Additionally, the system offers an aliernative 10 invasive endoscopic procedures.

The FDA-approved Given System consists of the patented M2A® capsule, the Given® Data Recorder, and RAPID®
workstation. The capsule contains the iechnologies for a color video camera, image acquisition, iight source, batteries,
fransmitter, and antenna. ingested by the patient, ‘the capsule giiaes through the digestive tract, sending up to 5C,000
color images to the portable Given Data Fecorder. The RAPID (Reporting and Processing of Images and Data) software
processes and produces a video of the images that physicians can view, edit, and archive!

After completing a $60 milion round of financing at a vaiuatioh of $300 million, Given imaging's iFO was the first to
be listed on the Nasdaq after the evenis of September 11, thus ending the ibngest IPO drought in & quarter of a
century.

www.givenimaging.com

Galil Medical Ltd.

DEVELOPING INNOVATIVE ALTERNATIVES TO CONVENTIONAL REMEDIES

Founpep BY RDC TO COMMERCIALIZE RAFAEL’S TECHNOLOGY.

Galil Medical Lid. develops, manuiaciures, and markets minimally invasive
medical products for the treatment of prostate cancer, kidne_y tumors, énd
other diseases. The company's innovative technology involves cryotherapy,
the freezing (or ablating) of diseased tissue. Founded in 1997, Gali Medical"s
temperature-based therapies offer innovative alternatives to conventiona

remedies.

The company's proprietary applications include the SeedNet™ sysiem, which utilizes the pioneering IceSeednet™"
ultrathin needles that generate ice balls to destoy diseased tissus without causing damage to the surrounding
area. SeedNet gives physicians an option o the standard prostatectomy and radiation treatrments. The MR-
compatible CryoHit® system represents the first and only technology for real-iime ablation of liver and kidney
tumors. It is also well suited for use with uitrasound and CT scans. Galil Medical's Plug & Freeze® cryocanalgesic

technology shows promiss in reducing pain after cardiothoracic surgery and for managing lower back pain. The

company received FDA approval and the CE Mark in 2001, allowing it 10 sell its products in the United States,
Europe, and other countries. . -

www.galil-medical.com
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Chip Ex

BUILT TO SPEED

STARTED AS AN ELRON IN-HOUSE ACTIVITY.

Chip Express designs, develops, and manufactures application-specific imegfated circuits {ASICs) for a broad variety
of electronic systems companies, fabless semiconductor companies, and design houses. The company’s‘patemed
maodular array technology offers much lower nonrecurring engineering (NRE) costs than other form.s of hard-wired AS\Cs
such as standard cells and significantly higher performance and a lowsr per unit cost than ﬂeld programmable gate-
arrays (FPGAS). \

This technology enables the best overall balance of cost, performance, and tme to market for applications with medium
volumes, when compared iwith the _soiuiions offered by standard cell ASIC vendors and FPGA manufacturers serving
the logic markst. The company's ‘p‘roducts are used in many applications in & wide variety of end markets including
auto'motive‘ computer, consumer, industrial, military/asrospace, and communications

The company's customers include AMCC, ADC Telecommunicatiors, Cisco, Emuiex, GE Medical, Hughes Network
Systerns, Lockneed, Lucent, Motorola, Raytheon, and Rockwell.

26 www.chipexpress.com
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DIGITAL TO THE CORE -

IN 1995, OREN SEMICONDUCTOR STARTED AS A SPIN-OFF G £LRO N AFF!LIA: E ZORAN,

Oren Semiconductor nc. designs, deveiops, and merkets advanced sefmconouctor solutions icr both analog and
digital television. The company has a proven track record in the developrent and sales of RF communication integrated

circuits (iCs) for use in digital TVs and PC videc products. Its products enabie recepiion of rich digital media to consumer

a scene, and insertion of graphics in front and behind talent,

objects from a

h camera, tasgeted for security and surveilance, face recognition,

i
1

ges relative 10 competing technologies including

roved. duahtyj,.,precision, repeatability, and reduced cycie times. For these reasons, SELA squipment

echnoiogies that overcome Sottieniecks inthe FA process. The company's large and distinguished customer

.




RDC—TRANSFORMING TECHNOLOGY INTO VIABLE BUSINESS

From its inception, Elron had a mission: Harness the vast R&D potential found in Israel's universities, scientific institutions,
anc defense laboratories, and transform it intd viable, commercial technologies to build industries that leverage the
country’s knowledge capital.

Today, Elron continues 1o seek opportunities and advance the development of innovative technologies that ingpire the
imagination. Its joint venture with the Rafael Development Company (RDC) strives to commercialize technologiss

developed by the military.

FROM MISSILES TO MEDICINE

Ficture a video-imaging capsule that once éwaJJovved takes color :magés of a patient's digestive tract to ald in the
diagnosis of gastrointestinal disorders. Tnis cutting-edge technology developed by Given Imaging is just one of many
innovative products t¢ arise from RDC know-how. Other RDC companies include Galit Medical, developers of minimally
invasive medical products; SELA, developers of FA systems for the semiconductor industry; and Ingenego, developers
of Just-in-Time marketing sclutions. Another RDC company, 3DV Systems, develops next-genaration miniature cameras
for use in video-enabied acplications.

Eiror, togetner with its partners, continues 1o play a significant role in heiping 0 develop the couniry's private technology

industry dy identifying promising technoiogies, iransforming them into markeiable products, and founding comganies

that are tuilt 10 last.
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_MANAGEMENT REPORT OF 2001

The following management report shouid be read in conjunction
with our Consolidated Financial Statements and Notes thereto.
This report contains forward-looking statements that involve risks
and uncertainties. Such forward-iooking statements may be
identified by the words anticipate, believe, estimate, expect, plan,
and simitar expressions. The Company's actual results could

differ materially from those anticipated in these forward-looking '

statements as a result of cerain factors, including, but are not
fimited tO, those discussed in our filings with the Securities and
Exchange Commissian from time to time.

General

We are a multi-nationat high-technology operational holding
cbmpany that operates through subsidiaries and affiiated
companies (collectively, group companies). Founded in 1962,
we have been a major force in the development of the Israeli -
high-technology industry by building israeli and Israeli-related
companies with technologies in the fields of advanced defense
electronics, communications, semiconductors and medical
imaging. In recent years, we have pursued a strategy of focusing
our holdings on defense electronics and the emerging markets
of information techinology (T) software products and services,
communication, medical devices and semiconductors, and
increasing our direct involvement in these areas. Our group
companies include both publicly traded and privately held

-companies.

Our activities range from complete operational control 1o
involvement in the management of our group companies in which
we maintain controlling or significant holdings, and in & limited
number of cases, to passive minority holdings. We participate
in the management of most of our group companies by means
of active membership in their boards of directors and board
committees and thus we are involved in matters of policy, strategic
planning, markéting policies, selecting and manning senior
management positions; the approval of investments and budgets,
financing policies, and the overall ongoing monitoring of our group
companies' performance. In addition 10 our representation on
the boards of directors of our group companies, we provide
hands-on assistance to the group companies’ management in
support of their growth. We view our hands-on involvement in
their operations as a key element of our business. Our group
companies therefore bensfit from the experience of our
management team in varous areas in which they need support
and leadership, including but not limited 10 budgstary contral,
market analysis, risk management, identifying joint venture
opportunities, introguction to potential customers and investors,
business plan preparation, strategic planning and ressarch and
development guidance.

/\, ELECTRONIC
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We expect to continue to build and realize value to our
shareholders: from our group companies and simultaneously
pursug the acguisition of, or the investment in, new ang exislting
companies. However, as we hold interests in early-stage
technology companies, which invest considerable resources in
research and development and in marketing, and which have
not reached the income-producing stage, we have experienced,
and expect to continue to experience, losses in respect of these

- companies. Therefore our net income (or loss) in any given

period is due, in the most part, to the results of operations of
our group companies and dispositions and chanqes in our
holdings of group companies.

" Elron's shares are publicly traded on the Nasdaq National Market

under the symbol "ELRN" and on the TASE. Elron's corporate
headquarters are located at 3 Azrieli Center, 42nd Floor, Tel-
Aviv 67023, Israel. The telephone number is 872-3-807-55585,
fax number is 972-3-607-5558, and our e-mail is elron@elron.net.
Our Web site address is www.giron.com. Information contained
on our Web site is not part of the annual report.

Recent Developments

In order to optimize our holding structure, combine resources,
benefit from potential synergies, and achieve cost savings, we
are proceeding with the following transactions:

On October 31, 2001, we signed a definitive merger agreement
between Elron and Elbit (Nasdag: ELBT), in which we currently
hold 44% of its outstanding shares. Pursuant to the agreement,
Elbit will be merged with Elron and Elron will issue to Elbit's
shareholders {other than Elron) newly issued Elron shares, based
on an exchange ratio of 0.45 Elron ordinary share for each
ordinary share of Elbit. Eiron and Elbit received written opinions
from their respective financial advisors that the exchange ratio .
was fair from a financial point of view.

The closing of the merger is subject to certain conditions including
(iy court epproval in accordance with sections 350 and 351 of
the Israsli Companies Law 1898; (il the approval of shareholders,
creditors and optionholders of both companies; and (i) the
receipt of any other approvais requnred by law. The meeting of
shareholders, creditors and optlonho!oers is scheduled for Aprit
2002, There is no assurance that all the approvals will be
obtained and that the merger will be consummated.

On November 19, 2001, we signed & definitive share purchase
agresment with Discount Investment Corporation Ltd. ("DIC™,
which currently nolds 42% of our outstanding share capital,
pursuant 1o which we will issue 2,261,843 ordinary shares to
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DiICin exchamg% for all DIC's shares in DEP Technology Holdings
Lid. ('DEP", inciuding Icans given by DIC to a subsidiary of DEP,
RDC Fafael Development Corporation Lid. ("RDC"). RDC is held
48% by DEF. Zlron and DIC received written opinion from a joint
financial advisor regarding the economic fairness of a range of
the amount of Eiron's shares 1o be lssued to DIC, and the ordinary
shares t0 be issued are within that range. In addition, Eiron
received an opinion from an independent financial advisor that
the number of Elron's shares to be issued 10 DIC is fair, from a
financial paint of view, to Eiron.

Jpon completion of the transaction, DEP will be a wholly owned
subsidiary of Eiron. DEP is a technology holding company in
which Elron currently holds 33% of the outstanding share capital
and in which DIC holds the remaining 67% of the outstanding
share capital. The completion of the transaction is subject to the
approval of Blron's shareholders in accordance with section 275
of the Israeli Companies Law 1989, which will be sought at the
upcoming shareholder mesting that will consider the approval of
the merger of Elron and Zlbit Lid.; and the receipt of any other
approvals required by law. This transaction will be submitted for
the approval of the sharehoiders at the meeting ior the approval
of the merger, scheduied for Aprit 2002, but is not conditioned
upon the merger. There is no assurance that the purchase will
be consummated.

Critical Accounting Policies

Qur significant accounting policies are more fully described in
Note 2 to our Consolidated Financial Statements. However,
certain of our accounting policies are particularly important to the
description of cur financial position and results of operations. in
applying theses critical accbuming policies, our management uses
its judgment to determine the appropriate assumptions to be
used in making certain estimates. Those estimates are based
on our historical experience, the terms of existing contracts, our
observance of trends in the industry, and information available
from other outside sources, &s appropriale. These estimates are
suiiect to an inherent degree of uncertainty. Qur critical accounting
policies inciude:

Revenue recognition. We recognize revenuss from saies of
software products and services afier all of the following occurs:
the software is delivered, coliection is probable, fees are fixed
or determinabie, vendor-specific objective evidence exists 1©
allocats total fes to slemants of an arrangement, and persuasive
evidence of an arrangement exists. Maintenance revenue is
recognized over the term of the contract period, which is generally
Cne year. Training revenus is recognized as the services are
provided. -Reserves for estimated returns and allowances are

>33

provided at the time revenue is recognized. Such reserves are
recorded based upon historical rates of returns, distributor
inventory levels, and other factors. income derived from projects
reiated 1o software development is recognized upon the
percentage of completion method, provided that a material
portion of costs have been incurred or that a material portion of
miigstones have been achieved and wherg contract results can
reasonably be estimated. Provision for losses, if any, on
uncompleted contracts are made in the period when such losses
are apparent.

Group companies. Our group companies are accounted for
under several broad methods as described below. The applicable
accounting method is generally determined based on our voting
interest in the entity.

‘Consolidation. Companies in which we directly or indirectly

own more than 50% of the outstanding voting securities are
accounted for under the consclidation method of acoouniing.
Under the consolidation method, a company's assets and
liabilities are included within our consolicated balarice shest and
its resuits of operations are included within our consolidated
statements of operations. The share of other shareholders in
the income or losses of a consolidated company is reflected in
minority interest in our consolidated statements of operations.
The minority interest amount adjusts our consolidated net income
{loss) to reflect only our share in the earnings or l0sses of the
consolidated company. Elron Software and Elron TeleSoft wers
consolidated in 2001 and 2000.

Equity Method. Group companies whose results we do not
consolidate, but over whom we exercise significant influence,
are accounted for under the equity method of accounting.
Whether or not we exercise significant influence with respect {0
a2 group company depends on an evaluation of Several factors
including, among others, our representation on the group
company's board of directors and ownership level, which is
generally a 20% 10 50% interest in the voting securities of the
group company. Under the equity method of accounting, a group
company's assets and ligbilities are not included within our
consolidated balance sheet and their results of operations are
not reflected within. our consolidated statements of operations:
however, our share in the net income or lossas of the group
company is reflected as an equity income {loss) in our consolicated
statements of operations.

Tne effect of an affiliated company's net results of operations
on our results of operations is the same under either the
censolidation method of accounting or the equity method of
acceunting, as under each of these methods only our share In
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the income or losses of an &ffiliated company is reflected in our
net results of operations in the consolidated statements of
operations. The following companies are accounted for under
the equity method: Elbit Systems, Elbit Ltd., NetVision, MediaGate
N.V., Chip Express Corporation, DEP, Wavion, Eiron-Kidum {7
(KIT) and Pulsicom (starting in 2001).

Other methods. Group companies that we do not account

f * for under either the consolidation or the eguity method of
1 accounting are accounted for under three different methods:

¢ Non marketable group companies are presented at cost, LUnder
this method, our share in the income or losses of these entities
is not included in our consolidated statements of operations.

: & Marketable group companies which are classified as trading

Securities are presented at fair market value and the changes
in the market value are reflected in our results of operations
during each reporting period.

*  Marketable group companies that are classified as available-
for-sale are presented at fair market value and the effect of any

change in market value is refliected in our comprehensive income -

(ioss).

Results of Operations

Year ended December 31, 2001, compared to year ended December
31, 2000.

Our net ioss for 2001 amounted 1o $48.3 million, or $2.28 per
;:’f share, compared to net income of $30.4 million, or $1.43 per

share, in 2000. The general siowdown in spending for technology

products due to current economic conditions is affecting the

results of operations of our group companies. This has limited
our ability to successfully exit some of our group companies and
to record capital gains. While in 2000 we were positively affected
by the sale of Zoran's shares held by us at that time, the merger
of Elbit Systems with E1-Op and by our share in Elbit's gains from
the sale of its holding in Peach Networks and the saie of the
assets of its subsidiary HyNEX Lid. in 2001, we were negatively
affected by the net losses of our subsidiaries, Elron Software

3 and Elron TeleSoft - and our share in the net losses of Elbit and

our other affiiated companies.

In view of the sconomic conditions as mentioned above, Elron
Software and Eiron TeleSoft, as well as othéer companies in- our
group, implemented restructuring programs in order to focus

¢ | their. operations, reduce their operating expenses and assist
‘them in meeting these challenging market conditions.

- :Income

Net revenues. Net revenues consisted of sales of products
and services py our subsidiaries, Eiron Software and Elron

(\ ELECTRONIC
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TeleSoft. Net revenues decreased by $6.3 milion, or 16%, 10
$32.2 million in 20071 from $39.2 miflion in 2000.

Net revenues of Elron TeleSoft in 2001 decreased by $3.4
milion, or 13%, to $23.8 milion from $27.2 milion in 2000. The
decrease resulted primarily from the sale of non-core activities

" of Elron TeleSoft as part of its restructuring program to focus its

operations on core areas of its business, which is development
and marketing of products to the telecommunication market.

Net revenues of Elron Software in 2001 decreased by $3.0
million, or 25% to $9.1 milion from $12.1 milion in 2000. The
decrease was primarily dug to the current economic slowdown,
which has caused customers to delay or postpone purchases
of IT products. In addition, in 2001, amost all of Elron Software’s
revenues were derived from its Internet policy management
products as a result of its reduced marketing efforts for its legacy
products. In 2000, revenues from legacy products amounted
to $1.2 million.

The abilities of Eiron TeleSoft and Elron Software to increase
their revenues in the near future are dependent upon general
economic conditions and, in particular, on increase in [T spending
and on the success of their development efforts to bring enhanced
and new products to market.

Our share in net losses of subsidiaries and affiliated
companies. Operating losses of our subsidiaries, Eron Software
and Elron TeleSoft, were $21.3 million in 2001 compared to
approximately $22.7 million in 2000, Operating losses in 2001
included restructuring charges in the amount of $2.2 million.
This decrease was a result of the implementation of restructurir{g
and cost reduction programs. The reduction in operating losses
is expected to continue in 2002 as both companies continue
to reduce their costs. The resutt of operations of Elron Software
and Elron TeleSoft are included in our consolidated statement
of operations.

Our share in net losses of affiliated companies. Cur
share in net losses of affiliated companies resulted from our
holdings in certain investments that are accounted for under the
equity method. Our share in net losses of affilatad companies
arnounted to $24.6 milion In 20071 compared to $7 .2 million in
2000.

The Contribution of Our Major Affiliates:

Our share in net earnings of Elbit Systems Ltd. (Nasdaq:
ESLT) amounted to $9.71 milion in 2001 compared to a net
ioss of $3.0 million in 2000. in the third guarter of 2000, Elbit
Systems completed its merger with 5-Op and began consolicating
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its rasuite of operations with the results of ZI-Op. Elbit Systemé’
net i0ss in 2000 was due 1o a $40 milion charge relating 10

curchasad in-process research and deveiopment as a result of
ine merger with Ei-Op, and pre-tax resructuring costs of $22.1

million.

Tt Systems' results of operation in 2001 were affected by $9.2
milion pre-tax compensation expenses rasulting from a variable
employess option plan in connection with "ohantom” options
qrented. As Blbit Systems' share price increased significantly
during 2001, under U.S. GAAPR, the increase in the benefit
resuliing from the inCrease in the share price is recorded periodically
25 compensation expense. Accordingly, future changes in Elbit
Systems' share price will continue to affect compensation
expenses and therefore, ElDit Systems' results of operations.,

The following are highlights of the results of operations of Elbit
Systems: -

*  Elbit Systems’ revenues increesed from $5971.1 milion in 2000
10 $764.5 milion in 2001 primarnly because it began consalidating
E-Op's revenues with its own in the third quarter of 2000. As
of December 31, 2001, Elbit Systems’ backiog of orders was
$1.565 milion, of which approximately 78% was scheduled to
be performed in 2002 and 2002, compared 1o backlog of
orders of $1,437 milion on December 31, 2000.

.»  Blbit Systems’ operating income in 2001 was $52 milion (6.8%
of revenues) compared 10 an operating 1oss of $12.8 milion
in 2000, The operating resuts of Eloit Systemns in 20071 included
the effect of $3.2 milion variable optior: plan compensation

cost. In 2000, Blbit Systems' net loss included a $40 milion

charge relating to purchased iN-process research and
deveicprment reiated to the merger with B1-Op and $22.1 milion
of restructuring costs.

e Elbit Systems' net income in 2001 was $40.8 million (5.3% of
revenues) comparad to & net loss of $20.5 milion in 20C0.
Elbit Systems' net income in 2001 includsd $7.1 million,
reflecting the effect of variabie oplion plan compensation cost,
net of the reiaied tax. The net resutts in 2000 inciuded purchased
In-process research and developrment related 1o the merger
with E-C and restructuring expenses in the aggregate amount
of $56.8 million, net of the reiated tax.

Our share in net loss of Elbit amcunied tc $13.1 mifion in
2007 compared 1© our share in net earnings of $17.4 milion in
2000. Elott's net earnings in 2000 wers primarily due to capital
gains from the sale of iis Noiding in Paach Networks to Microsoft
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assets of HyNEX Lid. 10 Cisco Systems inc. in ihe third quaner
of 2000, Ehoit's results of ogerations in 2001 were affectec by
the fact that Eibit shified s focus from hoidings in developed
companies inar were raaiized durng 2000 to heldings in early-
stage iechnology companies that have not reachad the incoms-
producing stage and which reccrded net losses in 2001,

The following are highlights of the results of operations of Elbit:

e In 2001, Eloit soid & considerable part of its holdings in Elbit
vision Systems ("EVS") and ceased consoiidating EVS' results
of operations. Eloit's consolidated revenues in 20071 were $1
rmilion, resulting mainty from $C.Q milion revenues of Eloit vViiash,
which was established in June 2007, Revenueas in 2000 were
$3 milion resulting from revenues of HYNEX, whose business
and asseis had been sold in the third quaner of 20C0.

e Clbit's operating '0ss increased from $12 4 milion in 2000 to
$21.1 milion in 2001. The inCrease in operating loss was
orirnarily dug to an increase of $3.2 milion in marketing and
sales expenses as a result of expanrsion of sales and marketing
channels and an increase of $2.1 milion in investmants in the
development of new products of Elit's consolidated companies:
Dealigence and Textology, which were acquired in the third
quarter of 2000; ICC, whose results had been consolidated
from the third quarer of 2007, and Eloit Vilash. In addition,
general and administrative expenses increased in 2001 by
$3.4 milion, which include a $1.3 milion severance retirement
grant to the former President and CEO of Elbit.

* Eoit's eqguity in net losses of affiiated companies increased
from $5.1 milion in 2000 10 6.8 milion in 2001, resulting
primarily from an increase in Elbit's equity in nat losses of
Cellenium and StarkeyNET and from new investments in AdreAct
and CellAct.

e Eiits consoidated net foss in 2001 was $30.6 milion compared
o net income of $40.4 milion in 200C. Net loss in 2007
included write-offs of approximately $6.3 milion in respect of
Cell Data, which ceased its operations at the beginning of
2002, and the impairment in the valus of carain of Elbit's
supsidiaries and affiiated companies, AdreAct, StarkeyNet and
Dezligence, and from $3.7 miion charge {before tax) to resuits
of operations due to the permanent impairment in the market
value of Cisco's shares. Net income in 2000 included a gain
of $36.5 milion {pefore tax) from the sale of Peach Networks
te Microsoft in the first quarter of 2000, and a $89.C milicn
gain {before 1ax and mincrity interest) from the sale of the
pusiness and assets of HYNEX Lid. to Cisco Systems inc. in
the third quarter of 200C
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Our share in net losses of our other affiliated companies
amounted ¢ appreximately $20.6 milion in 2001 comparec to
$21.6 milion in 2000. The Gecrease in our share in-net losses
of our other affliated companias resuited mainly from the significant
decrease in NetVision's loss and the restructuring programs

implemented by our groug companias in order to regducs Costs.

NetVision's net losses in 2001 amounted 1o $3.6 million
compared 10 $24.8 milion in 2000. The significant decrease in
net 10ss was a result of a restruciuring program implermented by
NetVision, which inciuded cost reduction programs. The number
of NetVision's subscribers increased by 10% in 20071 from
approximately 302,000 at the end of 2000 to approximately
333,000 subscribers at the end of 2001 and its revenues
increased by $1C.4 miflion, or 21%, from $4&.5 milion in 2000
to $58.2 milion in 2001 NetVision's operating expenses in 2001
decreased by $10.8 milion, or 15%, from $72.5 milion in 2000
10 $61.6 milion in 2001. Nstvision's operating expenses ars
expected tc remain stable for the foreseeable future as NetVision
completes its cost reduction plan.

The decrease in our share in NetVision's net 10sses was partially
offset by an increase in our share in net iosses of early-stage

technology companies in which we invested in 2000 and 2001,
such as KiT, Wavion, and Pulsicom. These companies continue
to have high research and development and marketing exoenses

Wavion's net losses in 20071 amounted to $3.4 million compared
to $1.¢ million for the period from commencement of operations
in April 2000 to the end of 2000, mainiy as a result of $1.4 -
million increase in research and development expenses o
complete the development of its products. Howeaver, the recent
downturn in the broadband wireless commercial market has
delayed the release of Wavion's products, and it is therefore
difficult to predict when Wavion will be able 10 market its product
successiully. Conseguently, at the beginning of 2002, Wavion
began seling development services for communication systems
1o customers.

KIT's net losses in 2001 amounted 10 $3.1 million compared
to $2.5 milion in 2000, mairly as & result of an increase of $0.7
million in marketing and sales expenses as KIT expanded its
direct sales sfforts in Holland ang through & local representative
in the United Kingdom. As a result of these efiorts, KIT generated
revenues of $1 milion in 2007 compared to $0.1 milion in 2C00.

Putsicom commenced its operations in 2001, In 2001, its net
Iosses amounted to.$1 milion, consisting mainly of research and
.development costs. Puisicem is exoecting to compiste its firgt
prototype and commence figid 1818 towards the end of 2002
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and therefore sales are ot anticicated to comménce before
2003

Tne aggregate revenues of the DEP Group companies wers
approximately $16 milion in 2001 compared 1 approximately
$12 milion in 2000. The increase in revenues resulted from
increased saies and marketing expenses ¢f approximately $8
miilicn, or 50%, in 2001 compared 1¢ 2000, and from increased
research and deveiopment expenses of approximately $2 milicn,

©or 9%, in 2007 compared to 20C0, in order 10 cornpiete new

product developmenis.

Given Imaging, the most significant comgany in the DEP

roup, initiatec commerciai sales in the third guarter of 2001
after receiving FDA clearance for its product and generated
revenues of $4.7 million in 2007, Given Imaging’s net 1oss in
2001 was $18.7 milion: compared t¢ $7.5 milion in 2000, The
increase in Given Imaging's net 1oss was primarily due o a $10
million increase in marketing expenses resulting from the
anticipated launch of Given Imaging's product upon receipt of
necessary requlatory agprovals. On October 4, 2001, Given
Imaging completed its initial public cffering. ts shares are quoted
on Nasdag under the symiol "GIVN."

Chip Express was affected in 2001 by the slowdown in the
semiconductor industry and its revenues decreased by $9.2
million, or 24%, from $38.0 milion in 2000 to $29.8 milion in
2001, Chip Express’ net losses in 2001 amounted to0 $1.6
million compared to $1.8 million in 2000, mainly due to the
implementation of a cost reduction program. Cperating expenses
in 2007 amounted to $31.1 million compared to $4C.6 millicn
in 2000. Itis anticipated that Chip Express’ revenues will continue
10 be affected by the slowdown in the semiconductor industry.

MediaGate was affected by the slowdown in the
communications market and particularly in the unified messaging
market and its revenues in 2001 decreased to $C.7 milion from
30.9 milion in 2000. However, due 10 cost reduction programs
implemented by MediaGate, operating expenses in 2001
decreased by $0.7 and MediaGate's net lesses in 2001
decreased to $3.2 milion from $1C.3 milion in 20C0. MediaGate's
future revenues are dependent upon the develobmem of the
unified messaging markei, which is currently small and has not
yat matured.

Since rmany of the group companies we account for under the
equity methodt of accounting are sarly-stage deveicpment
companies that invest heavily in research, development, and
marketing their products that have not yet generatad significant
revenues and have incurred substantial losses in 2001, we
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expect that they will continue to recognize operating 10$ses in
2002, and conseqguently, our share in net losses of these
companies may continue to increase. ‘

In addition to companies accounted for under the equity method,
we have several investments in companies which we account
for on & cost basis and whose results do not affect our resufts
of operations. These companies are not material to Elron, except
for our interest in Oren Semiconductor. During 2001, we
invested $1.4 million in Oren, bringing the book value of our
hoiding in Oren on December 31, 2001 to $5.5 milion compared
to $4.1 milion on December 31, 2000, In 2001, Oren's revenues
were $2.5 milion compared to $5.6 million in 2000. The decrease
in revenues resulted from the downturn in the communications
industry as well as the decrease in revenues derived from Oren's
old analog product ling. Gross profit in 2001 amounted to $0.8
million (33% of revenuas) compared to $1.6 million (28% of
revenues) in 2000. The increase in gross marging resulted from
the increase in revenues derived from sales of products with
high gross margin while revenues derived from development
projects with low gross margin decreased. Operating expenses
in 2001 increased to $9.1 milion from $8.4 million in 2000,
mainly due to an increase in research and development Costs
for the development of its next generation digital products.

Oren's net losses in 2001 amounted to $8.6 milion compared
to $6.8 milion in 2000.

Gains from sale of shares and changes in holdings in
related companies. Our gains from the sale of shares and
changss in our holdings in related companies amounted to $3.1
milion in 2001 compared to $26.4 milion in 2000, Gains in
2001 included an approximately $3.0 milion pre-tax gain from
the sale of 380,000 shares of Elbit Systems. Gains in 2000
were primarily due to an approximately $19.1 milion gain from
changes in holdings in Elbit Systems following its merger with Ei-
Op. In addition, & gain of approximately $4 .6 million resulted from
the compiletion of a private placement upon which Eiron Software
issued 815,764 shares (2.5% of its share capital) to Critical Path
inconsideration for $5.0 milion: Qur ability to record future gains
from the disposition of and changes in holdings in our group
companies will be affacted by the financial market conditions in
future periods. '

Other Income, net. Other income, net, amounted to & loss
of $5.1 milion in 2001 compared to income of $43.5 million in
2000. Other income in 2000 resulted primarily from a $34.3
milion pre-tax gain on the sale of 611,566 shares of Zoran
(Nasdag: ZRAN), changes in the market value of Zoran's shares
in our trading securitiss account and in the value of Zoran's call
and put options held by us. In addition, a pre-tax gain of $6.3

T3z

million resulted from the sale of our holdings in Servicesoft, which
was acquired by Broadbase Software Inc. in consideration for
the issuance of Broadbase Software's shares. The loss in 2001
resulted primarily from a $5.8 milion decrease in the market
value of BroadBase Software's and Kana's shares, which we
subseqguently received in.exchange for Broadbase Software's
shares following the acquisition of Broadbase Software by Kana
(Nasdag: KANA} on June 28, 2001, and a $71.0-million write-
down in the market value of the shares of ArelNet (TASE: ARNT),
which we believe constitutes a permanent impairment. The 10ss
in 2001 was partially offset by a $1.0 milion gain from the sale
of the remaining shares of Zoran during the first quarter of 2007
and a $1.2 milion gain from the sale of shares of Kana during
the fourth quarter of 2001,

Finance income. Finance income decreased by $1.8 milion,
or 26%, 1o approximately $5.2 milion in 2001 from $7.0 million
in 2000, primarily due to the decrease in interest rates and 1o
our lower cash, deposits and debentures balances in 20071 as
compared to 2000. However, this decrease was partially offset .
by a foreign currency translation gain due 1o the devaluation of
the lsraeli shekel against the U.S. dollar, as our consolidated
liabiliities in Israel shekels exceeded our consolidated assets in
israeli shekels during 2001,

Expenses

Cost of revenues. Cost of revenues consisted primarily of
expenses related to salaries and hardware associated with
delivering Elron Software and Elron TeleSoft products and senvices.
Cost of revenues decreased by $4.5 milion, or 17%, to $22.0
million in 2001 from $26.5 million in 2000, as a result of the
decrease in revenues. Cost of revenues of Elron Software were
$1.2 million in 2000 and $1.0 million in 2001, representing a
gross margin of 90% and 89%, respectively. Cost of revenues
of Elran TeleSoft in 2001 were $21.1 million, representing &
aross margin of 11%, compared to $25.3 million in 2000,
representing a gross margin of 7%. The improvement in Elron
TeleSoft's gross margin rate is a result of the restructuring
program the company was undergoing, which included workforce
reductions of approximately 5C employees, primarily at the end
of the second quarter of 2001, resuiting in savings of $2.2
million in salaries and related expenses. The effect of the -
restructuring program on Elron TeleSoft's gross margin rate is
expected to be more significant in 2002, as Eiron TeleSoft wil
be focusing on core areas of its business.

Research and development. Research and development
expenses consisted primarily of salaries and relatec costs 10
develop and enhance Eiron Software anc Elron TeleSoft products
and services. Research and development expenses increased
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by $1.2 million, or 15%, to $9.0 milion in 2001 from $7.8 milion
in 2000. This increase was primarily due to an increase in Eiron
TeleSoft's research and development expenseas in order to
complete the development of new products as a result' of the
decision taken in 2000-to fransition Eiron TeleSoft from a project-
oriented company {0 a product-orientec company. N addition,
Elron Software continued its efforts 10 develop new products
and build additional product functionality in its Internet policy
management products.

Sales and marketing. Sales anc markeiing expenses consisted
primarily of salaries and related costs, pre-sale efforts including
demo buiiding, advertising and trade show expenses, technical
support and trave! costs to promote the sale of Eiron Software
and Eron TeleSoft products and Services and tc strengthen their
brand names. Sales and marketing expenses decreased by $4.1
million, or 28%, to approximately $10.6 milion in 2001 from
approximately $14.7 milion in 2000. The decrease resulted
primarily from the restructuring of Eiron Software's sales and
marketing operations. The restructuring programs included a
reduction of 24 employess, mainly in enterprise sales, sales
support and in the marketing group, due to the decision at the
peginning of the second quarter of 2001 1o transition Elron
Software from & direct to an indirect saies model, utiiizing value-
added resellers and distributors. This resulted in a $2.7 million
saving in salaries and related expenses in 2001. In addition, as
part of the cost reduction initiatives, certain sales and marketing
campaigns were reduced. resulting in saving of $0.4 million in
marketing programs.

General and administrative. General and administrative
expenses include beth Elron Software and Elron TeleSoft costs
as well as our headquarters’ costs. These costs consisted
primarily of salaries and related costs, facilities costs, and
insurance, legal, accounting and consulting expenses. General
and administrative expenses decreased by $1.9 milion, or 14%,
to $11.8 milion in 2001 from approximately $13.7 million in
2000.

Flron Software's and Elron TeleSoft's general and administrative
expenses decreased by $3.1 million, or 32%, to $6.7 milion in
2001 from approximately $3.8 milion in 2000. The decrease is
primartly dug to the implemeniation: of restructuring programs by
Eiron Software and Elron TeleSoft. The restructuring program
included a workforce reduction of approximately 27 employees
of Elron TeieSoft and @ employess of Elron Sofiware, which
resulted in savings of $0.7 milion anc $0.2 milion, respectively,
in salaries and related expensas in 2001 and cost recuction
programs which resulted in acditional savings of 1.0 milicn,
mainly in faciities-reiatec 8xpenses, communication, maintenance
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and travel expenses. An additional $1.0 milion Gecrsase in
general and administrative expenses was realized as a result of
lower salaries, bonuses and compensation costs.

Our headauarters' costs increased by $1.1 milion, or 28%, o
%5.1 milion in. 2001 from approximately $4 .0 miflion in 2000
mainly as & result of 2 $0.4 million increase in salaries and
compensation costs, a $O.4 million increase in facilities-related
expenses and a $0.3 milion increase in professional services
fegs and insurance expeanses.

Finance Expenses. Finance expenses decreased by 3C.6
milion, or 11%, 1© $4.0 milior in 2007 from approximately $4.6
milion in 2000. The decrease in finance expenses, despite an
increase In loans received, is attributed to the decrease in interest
rates and the lower foreign currency transiation losses due to
the devaluation in the exchange rate of the Israeli shekel against
the U.S. dollar. The majority of the finance expenses were -
attributed to Eiron TeleSoft, principally due to loans associated
with the purchase of the main operations and net assets of
Network, Communications and Computer Systems (NCC) Lid.

Amortization of other assets. Amortization of other assets
amounted 1o approxirmately $3.7 million and $3.2 milion in 2001
and 2000, respectively, and is attributed primarily to Elron TeleSoft
as & result of the acquisition of the main operations and net
assets of Network, Cornmunications and Computer Systems
(NCC) Ltd. According to new accounting standards, SFAS 142
*Goodwill and Other Intangible Assets’, commencing January
2002, we will no longer amortize goodwill. Had we adopted
SFAS 142 on January 1, 2001, we would not have recorded
amortization of goodwill and other intangible assets of
approximately $1.5 milion in 2001,

Restructuring charges. inrasponse 0 the current economic
conditions and, in particular, the siowdown in IT spending, Elron
Software and Eiron TeieSoft are undergoing restructuring programs
in order to focus their cperations on core areas of their business,
and to reduce expenses and improve efficiency. These
restructuring programs mainly Include workiorce recductions and
facilities-reiated axpenses. In connection with these programs,
the companies recorded in 2001 restructuring charges of $2.2
million. These charges include employee termination costs of
$0.7 million which were paid in 2007. As of December 31,
2001, approximately 40 employees of Elron Software, mainly in
the saies and marketing division, and 77 employess of Elron
TeleSoft, mainly in the tgiecom activity and in its headquariers,
were lerminated. Facilities-relaied expenses amounted to $1.3
milion, which included & $0.4 million termination cost of a facility
lease of Elron TeleSoft, of which $C.2 milion was paid as of
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December 31, 2001, and the balance was paid in February
2002, $0.€ milion net expenses expected to be incurred 1o
sublet the facllities or the estimated amount 1© be paid to terminate
the leases before the end of their terms, and a $0.3 million write-
off of leasehold improvements with respect o facilities of Eiron
Software, which were vacated as & result of the consolidation
of excess facilities.

As part of the restructuring programs, Eiron TeleSoft sold in the

third guarter of 2007 ceriain non-core activities in the e-business
field to Forsoft Multimedia Solutions Ltd. in consideration for $3.4

Quarterly Results of Operations

milion and with no maternal effect on the consolidated results of
operations. In addition, in the fourth quarter of 2001, Elron
TeleSoft signed an agreement with Elbit Systems for the sale of
other non-core activities in the government field for $5.7 million.
The transaction was finalized in January 2002 and it is anticipated
to have an immaterial gain. Following the compigtion of the
transaction, an objection was fied to the Restrictive Trade Practices
Court. We believe that the transaction, which has already been
approved by all relevant authorities including anti-trust, will not
be overturned.

The table below sets forth unaudited consolidated statement of operations data for each of the four consecutive quarters ended
December 31, 2001. In management's opinion, the unaudited consclidated financial statements have been prepared on the same
basis as our audited consolidated financial statements and include all adjustments, consisting only of normal recurring adjustments,
necessary for a fair presentation of such financial information. The operating resuits for any quarter are not necessarily indicative of
our results for a full year or any future period and we cannot assure that any trend reflected in such resufts will continue in the future.

[ Q1/2001  Q2/2001  Q3/2001 ° Q4/2001
Income (Unaudited in thousands of U.S. dotlars)
Net revenues 9603 10240 6,568 6,439
Equity in net eamings (losses) of affiiated companies (2,192) (4,680) (4,472 (13,214)
Gain (loss) from disposal of and changes in holdings in related companies, net (144) (27) 15 3,335
Other income (loss), net (3,210) 485 (1,895} (485)
Finance income 1,794 926 1,608 887
- ] 5,851 6953 - 1,824  (3,038)
Sosmoogemss T s rasr sere vesse|
Loss before income taxes o o (11,892) (10,504) (11,848) (17,490)
Provision (credit) for income taxes 2420 27 1,136 (636)
Loss after provision {credit) for income taxes (9,472) (10,477) (10,712) . (18,126}
Minority interest o 118 92 118 110
Net loss (9,354) (10,385) (10,594) (18,016)
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Because we are & high-technology operational holding company
that operates through group companies, and therefore the major
contributions to our net income {or 108s) In any given quarier are
our share in our group companies' result of operation and gain

(or loss} from dispaosition of and changes in our holdings in group

companies, we have experienced, and expect to continue 1o -
experience, significant volatiity in our quarterly results.

While in the past we recorded significant gains from dispasition
of and changes in our holdings in affiiated companies, economic
conditions in 2001 have limited our abiiity to record such gains
in 2001 and since many of our group companies are early-stage
technology companies as well as companies which just
commenced generating revenues and which invest considerabie
resources in research and development and in marketing and,
therefore, generate losses, we have recorded significant losses
in respect of these companies in 2001,

The increase in the net loss for the fourth quarter of 2001 from
$10.6 milion in the third quarter of 2007 1o $18 milion is primarity
due to the increase in net losses of our 44% heid affilate, Elbit
Lid., which had a loss of $18.6 milion in the fourth-quarter of

20071 in comparison to the third quarter of 2001 loss of $5.8

miflion. Elit's higher losses in the fourth quarter of 2001 resutted
from the following items: (i} the write-off of approximately $6.3

million resulting from the cessation of operations of Elbit's affiiate,
Cell Data Ltd., and the recognition of the impairment in the value
of certain subsidiaries and affillates of Elbit, AdreAct, StarkeyNet,
and Dealigence; (i) write-down of approximately $3.7 million in

~the market value of Cisco Systems, Inc . (i) a $1.3-million

severance retirement grant 1o the former President and CEQ of
Elbit; and (iv} $0.7 million in respect of payments of fees to
professional advisors and investmant bankers engaged by the
company in connection with the proposed merger between Elpit

. and Efron.

Liquidity and Capital Resources

Cash, debentures, deposits and marketable securities at

. December 31, 2001, amounted to $112.8 milion (of which 99%
“were held in U.S. doflar accounts and 94% with average maturities
of less than three months) compared with $126.5 milion at

. December 31, 2000.

“Main cash and other liguid instruments resources in 2001 were
“the distribution of dividends by Eloit and Elbit Systems of $13.8
- milion, proceeds from the sale of Elbit Systems sharss of $6.7
" miiion, proceeds from the sale ¢f marketabie securities (Zoran,
' Broadbase Software anc Kanaj of $171.7 million, proceeds
receivec from the sale of certain non-core activities of Elron

TelaSoft in the amount of $3.4 milion, a $1.1 million distribution
made by Gemini lsrael Fund, the net increase in Biron Software's
and Eiron TeleSoft's loans of $8.8 milion and $0.3 milion
procesds from sale of fixed assets.

Main cash and other liquid instruments applications in 2001
were $19.8 milion investment in companies as foilows: $10.6
million were investments in our existing group companies 1o
secure their cash needs for future growth (these companies
include $3.9 milion in DEP group companies, $2.8 milion in
MediaGate, $1.4 milion in Oren, $1.0 milion in Wavion, $1.0
million in KIT, and $0.5 million in Chip Express)” $3.6 milion
purchase of 600,000 shares of Elbit; $3.5 milion payment for
the purchase of NetVision shares which were purchased in 2000
and $1.6 million investment in Pulsicom: net cash used in
operating activities by Elron Software and Elron Telesoft of $17.6
milion; tax payments of $5.4 milion (mainly in respect of the
result of operations in 2000); and the purchase of fixed assets
of $1.1 million.

Our trading securities portfolio decreased in 2001 as a result of
a decrease of $11.7 milion due to the sale of some Broadbase
Software and Kana shares and our remaining shargs of Zoran
and due to a $4.6 million decrease in the market value of
Broadbase Software and Kana shares held by us during the
period. Marketable securities at December 31, 2001, amounted
t0 $0.2 milion and represent the market vaiue of 12,170 Kana's
shares. : ’
Working capitel on December 31, 2001, was $91.3 milion
compared 1o $91.7 milion at December 31, 2000.

At December 31, 2001, we and our subsidiaries had no material
contractual obligations except for capital leases obligations in
the agaregate amount of $6.3 milion, which are expected to
affect our consolidated cash flow in future periods as foliows:
2002: $1.8 million, 2003: $1.7 milion, 2004: $1.7 milion,
2005:; $1.0 million, and in later years $0.1 million.

At December 31, 2001, Elron Software and Elron TeleSoft have
bank credits and bank loans of $68.3 million, most of which
were sgcured or gueranteed by us 10 the lending banks. in
addition, in connection with some of Elron TeleSoft's bank lcans,
we have provided to the lending bank a comicrt letter, pursuant
o which we undertake not 1o dilute our holdings in Eron TeleSoft
below 65%. We also agreed 1o subordinate any amounts owed
10 us pv Eron TeleSoft, other than interest on outstanding ioans
and payments in the ordinary course of busingss. Paymenis of
bank credits and bank loans are due in future periods as follows:
2002 $16.5 mifion, 2003: $51 .4 million, 2004: $0.2 milion,
2005: $0.2 milion.
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In 2001, we provided a letter of comfort in connection with 50%
of the cradit line granted 10 NetVision by banks. The comfort
letters were jointly provided with the other major shareholder of
NetVision.

At Decemper 31, 2001, we had commitments in the aggaregale
amount of $1.5 milion to invest in cartain of our group companies.

We believe that our existing capital will be sufficient to fund our
and our subsidiaries’ operations and our investment activities in
existing and new companies.

Shareholders’ equity at December 31, 2001, was approximately

- $248.2 milion representing about 73% of the total asssts

compared with $280.0 milion representing 76% of total assets
at December 31, 2000.

Qualitative and Quantitétive Disclosure about
Market Risk

Market risks relating to our operations result primarily from changes
in interest rates, exchange rates and equity prices. In order to
fimit our exposure, we may enter, from time to time, into various
derivative transactions, such as our hedge transactions associated
with Zoran's share price, which we utiized in 2000 and in 2001
Qur objective is 10 reduce exposure and fluctuations in earnings
and cash flows associated with changes in interest rates foreign
currency rates and equity prices. We go not use financial
instruments for trading purpcses. It is our policy and practice o
use derivative financial instruments only to limit exposure.

At December 31,-2001, we held $9.9 milion in commercial
marketable debentures, all with high credit quality issuers and
with limited amount of credit exposure 1o any one issuer. In
addition, no more than 28% of our bank deposits were deposited
in any single bank.

Interest rate risks. We are exposed to market risks resulting
from changes in interest rates, relating primarity to our funds and
loans obligations 1o banks. We do not use derivative financial
instruments to fimit exposure to interest rate risk. At December
31, 2001, we nad fixed rate financial assets of $8.9 milion neld
on average for two years, and variabie rate financial assets of
$102.9 million. At the same time, our subsidiaries had variable
interest loans of $88.0 milion. The potential loss over one year
that would result from an increase or decreass of 10% in the
interest rate is immaterial to our business and net assets.

Exchange rate risk. Since mast of our group companies are
Israeli-related, our main exposure, if any, results from changes
in the exchange rate between the Israsii sheksl and the U.S,
doftar. Our functional currency, as well ag that of our principal
subsidiaries and affiiated companies, is the U.S. doliar,

Cur policy is to reduce exposure 10 exchange rate fluctuations
by having most of our, and our subsidiaries, £liron TeleSoft Inc.
and Elron Software Inc., assets and iiabilities, as well as most
of the revenues and expenditures in U.S. dollars, or U.S. dollar
inked. Therefore the poiential loss over one year that would
result from an increase or decrease of 10% in the exchange rate
is immaterial to our business and net assets.

Equity price risk. Wa are exposed to fluctuations in the squity
price of our holdings in publicly traded compeanies, which included,
at December 31, 2001, Elbit Systems (Nasdag: ESLT), Elbit
Ltd. (Nasdaq: ELBT), Given Imaging (Nasdag: GIVN) (in which
RDC also has significant holding), NetManage (Nasdag: NETM),
Kana {Nasdag: KANA), ArelNet (TASE: ARNT), and indirect
holdings through Elbit Ltd. in Partner Communication Company
Ltd. (Nasdaq: PTNR), Eibit Vision Systems (Nasdag: EVSN) and
Cisco (Nasdag: CSCO). Stock prices in the industries of these
companies have experienced significant histerical volatility.
Changes in the market valug of our publicly traded holdings,
including holdings through our affiiates, which are accounted
under the equity method of accounting or as available-for-sale
securities, will not affect our results of operations but may have
a significant effect on our market value. We view the risks of
reduction in market price of these companiss as part of our
business risks and we axamine, from time 1o time, the possibiity
of having a partial hedge against equity price risks. Based on
closing market prices at December 31, 2001, the fair market

value of our holdings in public securities was approximataly $333

miillion. A 10% decrease in equity prices would resuit in an
approximately $33 million decrease in the fair market value of
our publicly traded holdings.

Changes in the market value of our avallable-for-sale securities
{which include our and RDC's holding in Given Imaging; our
hoiding in NetManage and ArelNet; and Ebit's holding in Partner,
Eibit Vision Systems, and Cisco) are reported in other
comprehensive income, which is included as a component of
shareholders’ equity, and not as part of our results of operations.

NetManage's anc ArelNet's sharas were sold during the first
quarter of 2002 with nc maierial effect 10 our results of operations.
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REPORT OF INDEPENDENT PURLIC ACCOUNTANTS

OANDERSEN

Luboshitz Kasierer

" To the shareholders of
Elron Electronic Industries Ltd.:

i~

2001. These financial statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits. ’

We conducted our audits in accordance with generally accepted auditing standards in the United States and in lsragl -including
those prescribed under the Auditorg’ Regulations (Auditors' Mode of Performance), 1973, Those Standards require that we plan
and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement.
An audit includes examining, on a test basis, evidence Supporting the amounts and disclosures in the financial statements. An
audi also includes assessing the accounting principles used and significant estimates made Dy management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred 10 above present fairty, in all material respects, the financial position
of the Company and its subsidiaries as of December 31 . 2001 and 2000 and the results of their operations, changes in
shareholders’ equity and comprehensive income and cash flows for each of the three vears in the period ended December 31,
2001, in conformity with accounting princioles generally accepted in United States.

by
Luboshitz Kasierer

Arthur Andersen

Tel Aviv, lsragl-
March 24, 2002




CONSOLIDATED BALANCE SHEETS

/\ ELECTRONIC
INDUSTRIES LTD.

IN THOUSANDS OF U.S. DOLLARS

December 31,

Otrer assets net of accumulated amortization of $9,854 and $7,100

at December@j, 2001 and»2000, respectively)

© Totalassets -

[ Note 2001 2000
Assets
Current assets:
Cash and cash equivalents (3 80,404 60,575
Debentures and deposits (4) 15,485 31,507
Marketable securities (5) 237 26,108
Trade receivables, net 6) 9,627 11,855
Other receivables and prepaid expenses 4,395 2,548
Inventories and work-in-progress 1,671 361
Totalcurentassets e L 121799 18,144
Long-term assets:
Investments in affliated companies : . (7 155,967 175,399
Other investments : (S 27 484 16,186
Long-term deposits and debentures S) 6.68% 8,268
Deferred taxes (18) - 908
Severance péy fund . 4 2,313 2,744
 Totallong-term assets 192,453 203,506
Property and equioment,net 00 aei 7479

26215

339,004

370,345




CONSOUIDATED BALANCE SHEETS (CONT.) ELR’)NELMROMC
IN THOUSANDS OF U.S. DOLLARS [NDUSTRIES LTD.
December 31,
| Note 2001 2000
Liabilities and Shareholders’ Equity
Current liabilities:
Short-term loans and current maturities of long-term icans from banks 1) 16,617 16,458
Trage payables 4,515 3,080
Other pavables and accrued sxpenses 2 9,321 21,940
o Tgtg[current liabilities B L 30,453 41,478
Long-term liabilities:
Long-term foans from banks (13 51,808 42,797
Retirement obligations (14) 3914 © 4,566
Deferred taxes (15) 3,254 -
Other ‘ 333 -
) Total long-term liabilities i e 59,3598 47,363
Contingent liabitities, pledges and commitments - (18)
Miﬁoﬁ&“ e . . e o 1,O'4OMM I -1261*
Shareholders' equity: 17
Ordinary sheres of NIS 0 003 par value;
Authorized - 31,500,000 shares issued and outstanding at December
31, 2001 - 21,213,664 shares (2000 - 21,188,664 shares) 9,567 3,567
; Capital surplus 162,109 158,016
Accumulated other comprehensive income 49,745 36,459
Retained eamings 26.751 7510
1 ~ Total shareholders’ equity o 248,172 280,043
4 Totalliabilties and shareholders’ equity : - 330,024 370,345
A /_1
AMI EREL Vi AVRAHAM ASHERI
; Chairman of the Board of Directors Director )
Date of approval of firancial statements: Marcn 22 2002
Trie aCCOMzanying roes (o he Consoicaied financial statements form an integral part thereof.




ELR’)NMGROMC CONSO!LIDATED STATEMENTS OF OPFRATIONS
[NDUSTRIES LTD. IN THOUSANDS OF U.S.DOLLARS

(EXCEPT SHARE AND PER SHARE DATA)

Year ended December 31,

| Note 2001 2000 1999
Income ‘
Revenues 32,859 39,162 39,863
Net earnings (losses) from equity investments (19) (24,558) (7,218 2731
Gain from disposal and changes in holdings in related companies, net {20 3179 - 26,400 32516
Other income {expenses), net 271 (5.1085) 43,458 28,211
Finance income : 5215 7,009 7,820
, 11,500 108811 - 111,141
Costs and expenses
Cost of revenues : 22,048 - 26,523 19,553
Research and development expenses 8,979 7,785 3821
Marketing and selling expenses ' 10587 14,710, 10,025
General and administrative expenses . ‘ 11.810 13,740 10,401
Amortizations of other assets 3734 3,180 3128
_ Finance expenses i 3,064 4,603 3,687
1 Retirement compensation 22) - -~ 5,000
: Festructuring charges ] (23) 2,203 - -
5 ‘ ‘ 63,325 70,541 55,615
Income (loss) before income taxes (81,735) 38,270 55,5626
Provision (credit) for income {axes (18) (2,047) 8,079 12,173
Income (loss) after income taxes ‘ (48,788) 30,197 43,353
Minority interest 438 171 -
Net income (loss) {48,350) 30,362 43,353
Earnings per share (18
Basic per share data —
Basic net income (oss) per ordinary share (2.28) 1.43 2.05
Weighted average number of ordinary shares outstanding used in computing
per share amounts (thousands) 21191 21172 21,112
Diluted per share data -
Diluted net income (loss) per ordinary share _ (2.29) 1.41 2.03
Weighted average number of ordinary shares outstanding used in computing
per share amounts (thousands) 27,191 21,448 21174

The accompanying notes o the consolidated financial staterments form an integral part thersof

A
T pas




CONSOLIDATED STATEMENTS OF SHAREHOLDERS Equity

AND COMPREHENSIVE INCOME

N

Accumulated
other Total Total
- Number Share Capital comprehensive Retained shareholders’ comprehensive
of shares capital surplus income earnings equity  income (loss)
. Balance as of january 1,1999 21,052,914 9,566 154,389 27634 87733 279,322 33,418
Dlwoend@% 46 per share) N - - - (308589 (30859
i Opnonc exercised 87,750 1 797 - - 798
Other comprehensive income, net of tax:
| Unresized gains on securities - - - 186,014 - 186,014 186,014
Reclassification adjustment for gain realized
in net income - - - (26,298) - (26,296} (26,206)
Foreign currercy transiation adjustment - - 50 - () &0)
Changes in capital surplus in affiiated cornpanies - - 933 - - Q33 -
Amortization of deferred stock compensatioh - - 9z - - Q2 -
Net income - - - - 43353 43,353 43,853
Balance as of December 31,1999 21,140,664 9,567 156,211 187,302 100,228 453,308 203,021
Dividend ($1.90 per share) - - - - {55,489 (55,489)
Options exercised - 48 000 - 485 - - 485
Other comprehensive income, net of tax:
Unrealized loss on securities - - -~ (122,072) - (122,072 (122,072)
Reclassification adjustment for gain realized -
in net income - - - (28,786) - (28,788 (28,786}
Foreign currency transiation adjustment - - - 15 - 15 15
Changes in capital surolus in affilated companies - - 1,875 - - 1,975 -
Amortization of deferred stock Compensation - - 245 - - 245 -
Net income - - - - 30,362 30,362 30,362
Balance as of December31,2000 21,188,664 9,567 158,916 36459 75101 280,043 (120,481)
Options exercised 2800 - 36 - - 3w
Other comprehensive income, net of tax: '
Unrealized gains on securities , - - - 14,364 - 14,364 14,364
Reclassffication adjustment for gain realized
in net income - - - (1,056) - (1,086) (1,056)
Foreign currency translation adjusiment - - - 22 ~ 22) (22)
Changes in capital surplus in affiated companies - - 2,893 - - 2,893 -
Amortization of deferred stock compensation - - 6 - - ©) -
Netioss - - - - (48,350) (48,350) (48,350
Balance as of December 31 2001 21,213,664 9,567 162,109 49,745 26,751 248,172 (35,084)

IN THOUSANDS OF U.S.DOLLARS

1 ELROCN

ELECTRONIC

INDUSTRIES LTD.

(EXCEPT SHARE AND PER SHARE DATA)

The accompanying notes 1o the consolicated financial statements form an integral part thereof.




E I RLN&LCTRONIC CONSOLUIDATED STATEMENTS OF (asH Fiows o
INDUSTRIES LTD. —
IN THOUSANDS OF U.S. DOLLARS

Year ended December 31,

| 2001 2000 1999
Cash Flows from Operating Activities
Net income {loss) (48,350} 30,362 43,383
Adjustments to reconcile net income o net cash provided by operating activities: :

‘ Income and expenses not affecting oparating cash flows:

; Net learmings) iosses from equity investments 24,558 7,218 (2.731)
Dwvidend from affliated companies 13,805 13,242 20,237
Mincrity's share in loss ' 438) 71 -
Gain from changes in-holdings in related companies, net (3,179) (26,400) (1,075)
Gain from saie of other investments ‘ ©09) (27,288) (27,925)
Gain from sale of holdings in Elbit Medical Imaging - - (31,441}
Depreciation and amortization ) 6,362 5122 4,503
Decrease {increase) in other investmeants and accrued interest 1,468 615 (2,312
Amortization of deferred stock compernisation 28 - 1,745 a2
Deferred taxes ’ (2,796) 2,229 -
Restructuring charges 774 - -
Cther ; (206) (75 372

Changes in operating assets and liabiities: '
Increase (decreass) in trade receivables 2,328 (1.059) 2,732)
Decrease (increass) in other receivables and prepaid expenses ' {1,309) {827) 824
Dacrease (increase) in trading account securities 16,652 483 (1,997)
Decrease (increase) in inventories ) : (1,310) (47) 473
Increase in trade payables 1,435 . 1,212 425
_Ircrease (decrease) in other payables and accrued expenses {77y o 8290 27
Net cash provided by (used in) operating activities 1, 117 11 116 (108)
Cash Flows from lnvestmg Activities T T
investment in affliated companies (16,526) (26.461) (3.758)
Other investments ' (3,305) (5,307) 4.917)
Proceeds from sale of other investments 1115 182 4,162
Proceeds from repayment of convertible debentures - - 14832
Proceeds from sale of available for sale securities 1,332 22,282 28,305
Procaeds from sale of noldings in Elbit Medical iImaging - - 127,849
Proceeds from sale of ESL shares ’ 6,655 - -
investments in held to maturity debentures (12.213) (59,309) (126,860)
Proceeds from maturities and saie of held to maturity debentures 39,257 104,025 | 42,480
Purchase of property and equipment (1,132) (4,549) (3,363)
Proceeds from sale of property and equipment and other investments 31 81 171
Proceeds fromsale of activilies . B4
___Net cash provided by investing activities N 19,024 30,914 89,887
Cash Flows from Fmancmg Activities
Proceeds from options exercised , 308 485 798
Pracesds from options. exercised in a subsidiary ‘ AR 171 -
Long-term ioans from banks 3,540 10,832 3,926
Repayment of long-term loans . : B30 (10,417) (234}
Increase in shori-term bank credit, net 401 11,130 2,638
' Proceeds from issuance of shares to the minority interest in & subsidiary - 4,626 -
Cash dividend e = 55489 (30859
.. Net cash provided by (used in) financing activities . 2.688 (38,862) 23,730
Increase in cash and cash equivalents : S 25,829 3168 46,049 |
‘Cash_and cash equivalents at the beginning of theyear ... .80575 £7,407 11,358 |
Cash and cash equivalents a theend of theyear 90,404 80.575 57,407
pe) The accompanying notes to the consolidated financial statrements form an integral part thereof.

v




IN THOUSANDS OF U.S. DOLLARS

ELECTRONIC
INDUSTRIES LTD.

Year ended December 31,

[ 2001 2000 1999 |
pplemental cash flows information:
Cash paid for: -
Income tax ) 5,025 2.459 10,850
Interest ' ©4,202 3929 1,300
n-cash transaction: L
Investment in Netvigion against liabilities ) ) - 3,500 -
Exchange of marketable securities 2,140 7,823 -

The accompanying notes 1o the consolidated financial statements. form an integral part thereof.




ELRL\LNELEGRONxc NOTES T0 THE CONSOLIDATED FINANCIAL STATEMENTS
~ INDUSTRIES LTD.
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IN THOUSANDS OF U.S. DOLLARS
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Eirory Slecironic Industries Lid. ('Elron” or "the Company’), an Isragli corporation, is a multi-national high technclogy operational
hoiding company. Elron's global business is conducted through subsidiares and affliates (‘related companies”), primarily in the
fields of defense electronics, software, communication, medical devices and semiconductors.

On October 31, 2001, the Compeny signed a merger agresment with Eloit Ltd. (‘Elbit"), held approximately 44% by Elron as of
Cecember 31, 2001, Pursuant 10 the merger agreement, Elbit wit be merged with Eron and Elron will issus to Elbit's shareholders,
other than: Elron, newly issued Elron’s shares based on an exchange ratio of 0.45 Eron ordinary share for each ordinary share
of Elbit. -

The completion of the transaction is subiect to certain conditions including the approval of shareholders and creditors of both
companies, court approval and the receipt of regulatory approvals required by law. There is no'assurance that all the aporovals
will be obtained and that the merger will be consummated. )

The mesting of shiareholders, creditars and optionhalders for approval of the merger is scheduled for April 2002. .
On Novempar 19, 2001, the Company signed a share purchase agreement with Discount Investrment Corporation Lid, (DIC
{which holds approximately 42% of Eiron's shares as of December 31, 2001) 1o purchase DIC's share in DEP Technology Holding

. Lid. ('DEP") (heid 33% by Elron and 67% by DIC as of December 31, 2001} including loans given by DIC to a subsidiary of DEP

in exchange for 2,261,843 Elron shares.

The complation of the transaction is subject to the approval of Eron's sharenolders and other approvals required by law. There
is no assurance that all the approvals will be obtained and that the share purchase wil be.consummatad.

The share purchase will be suomitted for the approval of the sharenoiders at the meeting for the approval of the merger scheduled
for April 2002 but is not conditional upon the merger

Bron's activities in the field of software products are conducied by its majority-owned subsidiaries Eiron Software Inc. (‘€SI and _
Elron Telesoft Inc. ("ETV). 1?;

On April 1, 2000, ES! transferred substantially gl the assets and liabiliies of the systems and proiects division to ETI. Following
this transaction, ESI focuses on Internet software products activities and ET1 focuses on the system integration and projects
aciivity division of Elron.

In the third quaner of 2000, ESl issued 815,764 shares (2.5% of its share capital o & third party in consideration for $5.000
As aresult, Eron healdings in ESI decreased to 96%. Elron recorded in 2000 a gain of approximately $4,500.

S

(3 During the third quarter of 2001, ETI sold certain activities in its E-business field to Forsoft Multimedia Solutions Lid. in
consideration for $3,400 and with no material effect on the consolidated resutis of aperations.

{4 inNovember 2001, ETl signed an agreement with Eibit Systems Ltd. ('ESLY, held approximately 21% by Eiron, for the s8¢
of the net assets and acivities in the government field in consideration for approximately $5,700. The ransaction was closed
in 2002, The fransaction wil result in an immaterial gain. [n February 2002, an objection was fied to the transaction with
the Restrictive Trade Practices Court. A response o the chjection nas not yet been fled.




NOT A : T _ ELECTRONIC
(Hlores tarue Consornaten Bnanaa staeusnts (Covtl— - FLRON

IN THOUSANDS OF U.S. DOLLARS INDUSTRIES LTD.

General (Cont.)

E. The financial statements have been prepared in U.S. collars, since the currency of the primary economic environment in which
the operations of the Company and its princival subsidiaries and affiiates are conducted is the U.S. dollar. Transactions and
balances originally denominated in U.S. dollars are presented at their original amounts. Transactons and balarces In other curencies
.have been remeasured into U.S. dollars in accordance with principles set forth in Statement of Financial Accounting Standards
(SFAS) No. 52,

Accordingly, items have been remeasured as follows:
Monetary items — at the exchange rate in effect on the balance sheet date.
Non-monetary items — at historical exchange rates.

Revenue and expense items — at the exchange rates in effect as of the date of recognition of those items (excluding depreciation
and other items deriving from non-monetary items).

All exchange gains and losses from the remeasurement mentionad above (which are immaterial for all periods presented) are
reflected in the statement of operations in finance income-or expenses.

F. Certain prior year amounts were reclassified to conform with curent year financial statement presentation.

G. The preparation of financial statements in conformity with generally accepted accounting principles requires management 1o make
estimates and assumptions that affect the reported amounts of assets and fiabilities and disclosure of contingent assets and
liabiliies at the date of the financial statements and the reported amounts of income and expenses during the reparted period.
Actual resuits could differ from those estimates.

Mote 2 | Significant Accounting Policies

1 - The financial statements have been prepared in accordance with generally acceptsd accounting principles ("GAARP") in the United
States ("US GAAR"). See Note 26 to the financial statements for the reconciliation from U.S. GAAP 10 Israel GAAP.

The significant accounting policies followed in the preparation of the financial statements, applied on a consistent basis, are:

A. PRINCIPLES OF CONSOLIDATION

The consolidated financigl statements include the accounts of the Company and its majority-owned subsidiaries ES! and ETI.
Material inter-company balances and transactions have been efiminated upon consolidation.

B. EXCHANGE RATES AND LINKED BALANCES v
Balances in israell currency, or linked 10 a currency other than the U.S. dollar, are included at the rate of exchange prevaiing on
the balance sheet date. The representative rate of exchange of the U.S. dollar at the balance shest date was NIS 4,416, ([December
31, 2000 - NIS 4.041).




E I K)Nmmmc | NoTes 70 THE CONSO1INATED FINANCIAL STATEMENTS (CONT.)
INDUSTRIES LTD.
‘ ) IN THOUSANDS OF .S, DOLLARS -

Hote 2 Significant Accounting Policies (Cont.) | %

C.  CASH AND CASH EQUIVALENTS
Liguid investments, not pledged and with original maturity of three months or less, are considered cash equivalents.

D. SHORT-TERM DEPOSITS
Bank deposits with maturities of more than three months but less than one year are included in short-term deposits.

E. MARKETABLE SECURITIES
The Company accounts for investments quoted in debt and equity securities [other than those accounted for under the eguity
method of accounting) in accordance with SFAS No. 115, "Accounting for Certain Investments in Debt and Equity Securities”.
Marketable debentures held to maturity are stated at cost plus accrued inierest. Marketable securities classified as "trading
securities” are stated at market value. Changes in the fair market value are included in other income.

Debt securities for which the Cornpany does not have the intent or ability to hold to maturity are classified as available-for-sals,
along with any investments in equity securities that have not besn classified as "trading securities”. Securities avallable-for-sale
are carred at fair value, with the unrealized gains and losses, net of income taxes, reporied as a separate component of
shareholders’ equity as accumulated other comprehensive income (Icss). Realized gaing and Iosses on sales of investments, as
determined on & specific identification basis, are included in the consolidated statements of operations.

F.  INVENTORIES
Inventories are stated at the lower of cost or market. Inventories work-in-progress, which consists of cost of materials, direct latbo
and production overnead.

G. AFFILIATED COMPANIES
The Compary applies the equity method of accounting for Its investments in the following affiated companies in which it has
significant influence:

- Ebit Ltd. ("Elit")

~  Elbit Systems Li¢. ("'ESL)

~  DEP Technoiogy Holdings Ltd. ("DEP"

- Chip Express Corporation {"Chip Expréss")

- Netvision Lid. {'NstVision®)

-~ Storogic Lid. (*Storlogic”) {until December 1999)

- MediaGate N.V. {"MediaGare")

- Wavion Inc. ("Wavion")

- Kidum - Elron IT Ltd. ("KIT") _

- Pulsicorn Israel Tecnnciogies Lid. ("Pulsicom’)

Investments are accounted for using the eguity method of accounting if the investment gives the Company the ability to axerciss
sigrificant nfiuence, but not control, over an investes. Significant influence is generally deemed to exist If the Sompany has an
ownership interest in the voting stock of the investee of betwean 20% and 50%, athough other factors, such as representatic”
on the investee’'s board of directors and the impact of arrangaments, are considered in determining whether the equity methcs
of accounting is eppropriate
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IN THOUSANDS OF U.S. DOLLARS [NDUSTRIES LTD

%Eﬁte 2 i Significant Accounting Policies (Cont.)

o

" of the assets at the following annual rates: Ir——;;—
‘0
Computers, instruments and office equipment 20-33
Molor venicles ' 15
Fumniture : . ' ' - ' 6-7
Leasshold improvements over the term of the lease!

AFFILIATED COMPANIES (CONT.)
A proporticnate share of intercompany profits and iosses arising from transactions with affliated companies is eliminated unti
realized.

Gains arising from issuance of shares by subsidiaries and affliated companies to third parties arg recorded as ‘Gains from disposal
and changss in holdings in related companies, net’ in the consoicated statements of operations, unless the issuing company 8
a development stage company for which the gain {oss) from issuance is accounted for as an equty fransacion: pursuant 10 SAB
51

OTHER INVESTMENTS

Other investments, include marketable securities which are considerad available-for-sale, investments in private companies which
are presented at CoSt, but not In excess of realizable fair value as estimated by management, and an investment in a pamefsh!p
which is accounted for based on the equity method of accounting,

LONG-LIVED ASSETS
Property and equipment are stated at cost less depreciation computed by the straignt-line method over the estimated useful ives

Acquisition costs related to goodwil and other intangible assets arising from acauisition of affliated companies and activities, are
amortized by the straight-line metnod over a pericd of 5-15 years. The Company assesses on an ongoing basis the recoverability
of long-lived assets, including goodwill and other intangible assets, based on estimates of future undiscounted cash flows for
the applicable business compared 10 net book vaiue. If the future undiscounted cash flows estimates are less than the net book
value, net book vaiue will then be reduced 10 estimated fair value. Estimated fair value is generally Dased on elther appraised vaiue
or measured by discounted estimated cash flows. The Company also evaluates the amortization pericds of all assets 1o determine
whether evenis or circumstancas warrant revised estimates of useful lives

REVENUE RECOGNITION

The Company's subsidaries develop, market, license and support computer software products and provide related services and
convey the rights 1o use the software roducts to customers under perpetual icense agreements and convey the rights to product
support and enhancements in annual maintenance agreements. Ravenues from product sales are recognized in conformity with
the Statement of Position "Software Revenue Recognition” ('SOP 67-2°), promuigated by the American Institute of Certified Public
Accountants {"AICPA"). This SOP reauires that revenue be recognized after all of the following occurs: the software is delivered,
collection is probabie, fees are fixed or determinable, vendor-specific objective avidence exists to alocate otal fee to slements
of an arangerment, and persuasive evidence of an arrangement exists. Maintenance revenue is recognized over the term of the
contract period, which is generally one year. Training revenue is recoanized 2s the services are provided.




E I R()_N sLECTRONIC | NOTES 10 THE CONSOIIDATED FINANCIAI STATEMENTS (CONT) |
INDUSTRIES LTD.
IN THOUSANDS OF U.S. DOLLARS

ote 2 Significant Accounting Policies (Cont.)

|, REVENUE RECOGNITION (CONT.)
The Company's subsidiaries provide their customers with rights of return and have provided an estimate of the allowance for
retums in accordance with SFAS No. 48, "Revenue Fecogrition When Right of Return Exists.” Reserves for estimated returns
and allowances are provided at the time revenue is recognized. Such reserves are recorded based upon historical rates of retumns,
distributor inventary levels and other factors.

income derived from projects relatec to software development is recognized upon the percentage of completion methad, provided
that a material portion of costs have been incurred or that a material portion of milestones have bieen achieved and where contract
results can reascnably be estimated. Provision for losses, if any, on uncompleted contracts are made in the period when such
losses are apparent. :

K. RESEARCH AND DEVELOPMENT EXPENSES )

- SFAS No. 86 "Accounting for the Costs of Computer Software 10 Be Sold, Leased or Otherwise Marketed,” requires capitalizatior
of certain software development costs subsequent to the establishment of technological feasitilty. Based on the Company's
product development process, technological feasibility is established upon completion of a working model. The Company does
not incur material costs between the completion of the working mode! and the point at which the product is ready for general
release. Therefore, research and development costs are charged to the statement of operations as incurred.

L. MARKETING AND SELLING EXPENSES
Marketing and seling expenses are charged to operations as incurred.

M. DEFERRED INCOME TAXES
The Company accounts for deferred income taxes under the liabiity method of accounting. Under the liabiity method, deferred
taxes are determined based on the differences between the financial statement and tax basis of assets and liabilities at enacted
tax rates in effect in the years in which the differences are expected to reverse. Valuation alowances are established, when
necessary, 10 reduce deferrad tax assets 10 amounts expected to be realized.

N. ‘EARNINGS PER SHARE
Eamings per share are computed according to SFAS No. 128. Basic eamings per share is computed based on the weighted
average number of ordinary shares outstanding during each period. Diluted earnings per share is computed taking into account
options where diutive.

0. SHARE-BASED COMPENSATION ‘
The Company has adopted the disclosure provisions of SFAS No. 123, "Accounting for Stock-Based Compensation,” and the
accounting rules set forth In Accounting Principles Board ("APB") Opinion No. 28, "Accounting for Stock issued 10 Employees’
including the FASB issued interpretation 44, *Accounting for Certain Transactions Invoiving Stock Compensation — an Interpretalicr
of APZ 25"

A pro forma disciosure as i the fair value method had been appliec has Deen provided in Note 178,
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i .
1 Significant Accounting Policies (Cont.)

P.

=

(@

FAIR VALUE OF FINANCIAL INSTRUMENTS

SFAS No. 107 "Disclosure about Fair value of Financial instruments” requires disciosure of an estimate of the fair value of certain
financial instruments. The Company's financial instruments consist of cash equivalents, deposits and debentures, accounts
receivable, accounts payabie, capital isases and debt. The estimated fair value of these financial instruments approximates their
carnyng value at Decemiber 31, 20071 and 2000, unless otherwise stated. The estimated fair values have been determingd through
information obtained from market sources and management estimates.

DERIVATIVE FINANCIAL INSTRUMENTS

Effective Janaury 1, 2001, the Company adopted SFAS No. 133 "Accounting for Derivative Instruments and Hedging Activities.”
Trne Company’s derivative financial instruments may consist of foreign currency forward exchange and certain option contracts.
These contracts may be utiized by the Company, from time to time, 10 manage risk exposure to movements in foreign exchange
rates anc 10 movernants in prices of marketable equity securities. These contracts are recognized as assets or liabllities on the
palance sheest at their fair value, which is the estimated amount at which they could e setled based on market prices or dealer
quotes, where availdble, or based on pricing modsls. Changes in fair value are recognized in current eamings or other comprehansive
income, depending on whether the derivative is designated as part of a hedge transaction and the type of hedge transaction.

The adoption of SFAS No. 133 had no material impact-on reported eamings for the year ended December 31, 2001.

RECENTLY ISSUED ACCOUNTING PRONOUNCEMENTS )

In July 2C01, the Financial Accounting Standards Board issued Statement of Financial Accounting Standards No. 141, "Business
Combinations” ["SFAS 1417 and No. 142, "Goodwil and Other Intangible Assets” ("SFAS 142%). SFAS 141 requires all business
cormpinations intiated after June 30, 2001, 10 be accounted for using the purchase method. Under SFAS 142, goodwill and
intangible assets with indefinite lives are no longer amortized but are reviewed annually (or. more fraquently if impairment indicators
arise) for impairment. All other intangible assets will continue t0 be amortized over their estimated useful fives. The amortization
orovisions of SFAS 142 apply 1o goodwill and intangible assets acquired after June 30, 2001. With respect to goadwil and
intangible assets acguired prior to July 1, 2001, the Company is required to adopt SFAS 142 sffective January 1, 2002. The
Company is currently evaluating the effect that adoption of the provisions of SFAS 142 that are effective January 1, 2002, wil
have on its results of operations and financial postiions. Had the Company adopted SFAS 142 on January 1, 2001, the Company
would not have recorded amortization of goodwill of approximately $1,500 in the year ended December 31, 2001.

In August 2001, the Financial Accounting Standards Board issued Statement of Financial Accounting Standards No. 144,
"Accounting for the Impairment or Disposal of Long-Lived Assets” ("SFAS 144", Aithough SFAS 144 supersedes FASE Statement
121, it retains the requirements of SFAS 121 regarcing recognition of impairment 10ss for long-lived assets to be held and used
(basec on undiscounted cash flows) and resolves certain implementation issues. Aiso, the accounting mode! used in SFAS 121
for long-ived assets to te disposed of by sale (lower of carrying amaount or fair vaiue less cost o sel) is broadensd by SFAS 144
to include discontinued operations and supersedes APS Opinion 3C. Therefore, discontinued operations will no longsr be measured
on & nat realizable value Lasis and future Operating lcsses will no longer be recognized before they occur, SFAS 144 aiso broadens
the praesentation of discontinued coerations to include a companent of an entity (rather than a segment of a business}. The
provisions of SFAS 144 are sffective for financial statements issusd for fiscal years beginning after December 15, 2001, and

interim periods within those years. The Company balieves that the adoption of SFAS 144 will not have & material impact on the
Company's financial siatements.
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Cash and Cash Equivalents

IN THOUSANDS OF 1J.S. DOLLARS

Includes mainly bank depaosits in U.S. dollars in the amount of $86,052 (2000 - $53,705). bearing annual interest rates of

1.78% - 1.98% (as of December 31, 2001).

; December 31,
: ofa & i
| Note 4 Debentures and Deposits Annual rate of interest (%)** 2001 2000
Marketable debenture held to maturity” 5.40-7.80 3,252 25,036
Deposits 1.76-198 12,213 6,561
15,465 31,597
“Market value of marketable debentures o 3,280 24,3584
“*Rates of interest are as of December 31, 2001
Liens — see Note 16.
s ' - December 31,
ficie 5 | Marketable Securities e
' 2001 2000 |
- 1
Shares
Marketable mutuai funds 27 10101
. - 9,528
Fut options
- 6,479
237 26,108
_— December 31,
y e H .
Noted | Trade Receivables, Net 2001 2000
N ——
Open balances” 4,263 6,685
Uniilied recsivables i N 5,364 5,260
9.827 11,955
—*_’\J“ef of ailowag.cue_fgr doubtfu accounts 7 i § — T é55_—“—~6 5

i
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—_— December 31,
Mgoie 7 ! Investments in Affiliated Companies 2001 2000
Note % %
A. MAJOR AFFILIATED COMPANIES ARE AS FOLLOWS: ‘
ESL D 21.2 225
Eibit ' D@ 44.0 415
DEF D@ 333 33.3
Chip Express . ’ 34.2 340
NetVision D®©) 459 48.2
MediaGate D@ 28.8 29
Wavion DB 448 449
KT D@ 286 286
Pulsicom D10 17.0 -
B. COMPOSITION OF INVESTMENTS:
Equity in post acquisition
Cost of shares and profits (losses) and

loans@ capital surplus Total investment(®

As of December 31, 2001
ESL 30,474 50,411 80,885
Eloit ' 47,096 13,8561 : 60,956
Ones .. 63080 148,934) 14,126

140,629 15,338 155,967 |
Mincludes balance of unamortized goodwil 4 ] ) ’ 3079_|

As of December 31, 2000
ESL 30474 46,458 76,932
Elott 43,530 31,208 74,738
Others 53,865 {30,136) 238,729
i o o ' 127,869 T 47530 175399
Ulnc uoes balance of unamomzed gooovvsﬂ 12,894

Pincludes loans in the amount of $7,336 (2000 ~ $1,851)
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Note7 | Investments in Affiliated Companies (Cont.) E_

December 31,

C.  FAIR MARKET VALUE OF MARKETABLE SECURITIES: —_—

12001 2000 |
(. S dollars in millions)

ESL shares 152 108 !

Elbit shares ‘ &1 50 |

. j

Shares of ESL and Elbit are guoted on the Tel Aviv Stock Exchange and over the counter on the Nasdeq in the Unites States.

D. ADDITIONAL INFORMATION )
(1) ESL

On July 5, 2000, the merger between ESL and E-Op Electro-Optical Industries Ltd. ('El-Op') was completed. As part of

~ the merger transaction, ESL issued 12,100,000 ordinary shares representing 32% of ESL's share capital to the sharehciders
of B1-Op with a value of $180,000, in consideration for their shares in EI-Op. Tne number of shares is subject to future price
adjustments upon occurrence of certain significant conditions specified in the merger agreement. As a result of the merger,”
Eiren's share in ESL decreased from 33.0% 10 22.5%.

The merger was recorded in ESLs financial statements based on the fair market value of the ESL shares issued according
to the purchase method. As a result of the merger, Elron recorded in the third quarter of 2000 a gain of approximately
$18,000 from the decraase in holdings in ESL.

ESLU's results in 2000 included a charge for purchased in-process research and development as a result of the merger with
El-Cp in the amount of $40,000 and restructuring costs in the amount of approximately $22,100.

in the fourth quarter of 2001, Elron sold 380,000 shares of ESL for approximately $6,600. As a resutt, Biron recorded a
gain of approximately $3,000 and its share in ESL decreased to 21.2%.

) Elbit

During 2000, Elbit completed the sale ¢f its entire interest in Peach Networks Lid. ("Peach’) to Microsoft Corporation for
approximately $43,000. In addition, Eibit completed the sale of the assets, properties. rights, and certain fiabilities of HyNEX
Ltd. ("HyNEX", in which Elbit held approximately 77% on a fully diluted basis, to Cisco Systems Inc. ('Cisco’) in consideration
for $107,000, of which approximately $11,000 was paid in cash and the balance was in Cisco's shares. As a result, Elbt
recorded a capital gain, before taxes and minority interast, of approximately $129,000.

In the frst quarter of 2001, Eiron purchased an additional 60C,000 shares of Eloit in consideration for approsimataly $3,600
As a result, Elron's share in Elbit increased to approximately 44%.

Ss7
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Investments in Affiliated Companies (Cont.)

D. ADDITIONAL INFORMATION (CONT.)

3

(4)

(5)

©

)

EMI .

On May 4, 1999, Elron completed the sale of allits hoidings in EM to Europe Israel (MM.S.) Lid, for $127,800 in addition
10 $17,200 dividend received from EMI on April 13, 1999, As a resutt, the Cormpany recorded a gain belore tax of approximately
$31,700. The consideration is subject to adjustments in connection with certain EM commitments through December 31,
2003, related to provision included in EMI's balance sheet as of December 31, 1998, in accordance with indemnification
determined in the sale agreement. The Company’s management is of the opinion that EMI's reports and those of its subsiciiaries
include sufficient provision for full coverage of the above commitments.

DEP

Elron has undertaien 1o invest, paraliel to the other shareholders, up t0 $6,000 in the share capital and capital notes of DEF,
and up to $3,000 as participation in research and development budgets, and in payments representing percentages of

" yearly sales or yearly increase in the book value of the holdings of its subsidiary, RDC Rafael Development Corporation Lid.

("RDC). Through the end of 2001, Hron has invested $6,000 in the share capital and capital notes of DEP, and approximataly
$1,050 as participation in research and development budgets in payments representing percentages of yearly sales.

In August 2000, the Company's sharehoiders apprbved the co-investment activity with the other sharenolder in DEP DIC)
in high-tech companies through DEP in the aggregate amount of up to $80,000. Through the end of 2001, Elron has
invested approximately 36,000 in companies through DEP.

NetVision

In 2000, the Company, together with Tevel International Communications Ltd. (the other major shareholder in Net\ision),
purchased in equal parts the shares of NetVision held by Orek-tMonitin group according to NetVision's vaiuation of $70,000
and for a total consideration of approximately $23,300. The Company has purchased 400,000 preferred shares of NetVision
in consideration for approximatety $11,700 of which $8,200 and $3,500 were pald in 2000 and 2001, respectively. As a
result of these transactions, the Company's holdings in NetVision's preferred shares increased © 50%..

Storlogic

n 1999, Elron sald its holding in Storlogic with no consideration and wrote off its ioans to Storlogic n the amount of $1,272.
The loans are convertible into shares supject to cenain conditions set forth in the [oan agresment.

MediaGate

During QOOO, MediaGate issued, in two private placements and through exercise of options, approximately 10,200,000
shares in consideration for approximately $12,000. Eron purchased approximataly 1,500,000 shares from existing shareholders
and in these private placements, in consideration for approximataly $1,600. As a result, Eron's interest in MediaGate
decreased 10 29:1%, resulling in a gain of $3,104.

During 2001, Bron invested $2,794 in MediaGate by way of convertible lcans.
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Note 7 ; investments in Affiliated Companies (Cont.) i
L L
(8) Wavion

During 2000, Elron invested $5,000 in Wavion, which develops a wideband wireless communication system for fast Internet
communication for the residential and small business markets, in consideration for 45% of Wavion's cutstanding share capital.

During 2001, Eiron invested $1,000 in Wavion by way of converiidle loans.

9 KiT
In 2000, Elron invested $6,000 in KIT in consideration for 28.6% of KiT's outstanding share éapﬂal. KIT wag formed in 2000,
by the Kidum group, and it offers academic education through the Internet.

During 2001, Efron invested $71,000 in KIT by way of convertible loans.

(10) Pulsicom
In 2001, Elron invested $1,618 in Pulsicom in consideration for 17% of Pulsicom’s outstanding share capital. Pulsicom was
formed in 2000 and is engaged in research and development of communication technology.

E. As of December 31, 2001, the Company had commitments in the aggregate amount of $1,500 1o invest in certain of is group
companies. :
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Mote 7 Investments in Affiliated Companies (Cont.)

. SUMMARIZED INFORMATION )
Summarized combined financial information of ESL, Elbit, NetVision, and of other companies (which include DEF, Chip Express,
MediaGate, Wavion, KIT, ang Pulsicom) is as foliows:

| kst Elbit NetVision Others
Balance sheet information -
December 31, 2061: . )
Current assets 509,448 30,157 14,853 15,685
Total agsets . 899,552 208,431 27.990 48,619
Current liabilities 385,521 9,858 38,273 30,991
Long-term liabiiities 130,052 57,431 1,067 10,109
Minority interest : © 5994 91 - 792
Sharenalders’ equity (Ceficiency) 377,085 142,061 (12,250) 68,727
December 31, 2000:
Current assets 428,449 117,879 17,489 25,429
Total assats 832,002 275,561 30,939 43,564
Current fiabilities 355,400 : 37,369 36442 17,651
Long-term fiabilties 130,916 49,346 1,467 ©11,541
Minority interest 4,988 6,028 - (1,802)
Sharenclders’ equity (deficiency) 340,728 183,818 {8,220 22,174
Statement of operations information - .
Year ended December 31, 2001: '
Tota income 764,501 1,000 58,009 20,778
Gross profit ) 210,644 499 5,450 10,458
income (loss; from continuing opsrations 40,796 (31,539 (3,601) (35,164)
Year ended December 31, 2000:
Total inccme 591,084 3,011 48,488 39072
Gross profit (loss) 154,658 424 (9,009) 12,658
Income (loss) from continuing operations (20,531) 45,233 (24,772) (24,874)
Year ended December 31, 1999:
Total income , 436,030 3,083 35,507 32,410
Gross profit 121,724 319 8,631 8.996
Income {loss) from continuing operations 30,633 5,280 (3,724} (15,269
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Note8 | Other Investments N
December 31,
| 2001 2000
Given imaging'"' @ 15,896 3,404 )
Other avaiiable-for-sale securities”’ ) 776 2.853
Gemini Fund, L.P. , 421 1871
Non marketable securities and otner investrents: —;;(
N
Oren : 5,524 4124 | o
Witcom 2,283 2,283
~ Others L L B ) 2,584 1,651
’ 10,391 8,058
e ot e e o e b i ot e e ot i . ——— 27’484 1 BY 1 86
" Winciudes unrealized gains S _ 1233 1,420
2 Given imaging's (*Given”} ordinary shares are listed on the Nasdag National Market under the symbol "GIVN," commenicing on
October 4, 2001, after it completed its initial public offering of 5,000,000 shares at a price-of $12.00 per share. AS a result
of the offering, Elron's direct interest in Given reduced from 9.3% to approximately 7.3%. Given's shares held by the Company
are not registered. Therefore, only the portion of the Company's investment in Given that can be soid under Rule 144 under
the Securities Act of 1833 is classified as "avallable-for-sale” and stated at falr market value. The remaining shares are presented
at cost. The investment in Given is presanted in the balance shest as follows:
December 31,
2001 2000 ie
At market value 13452 - ‘
At cost v 2444 3,404 ]

15,296 3,404 |

The market valug of the total investment in Given as of December 31, 2001, amounts to $32,682.
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icte 2 | Long-term Deposits and Debentures

The amount includes mainly debentures heid-to-maturity, which are denominated in U.S. doliars bearing interest rates of 5.4%
t0 9.4% par annum (at Dacember 31, 2001} and mature in the following years:

2003 2,652
2004 B48
2005 3.389
~ 6,689

J ~ |l .
ote 14 ! Property and Equipment, Net ; December 31,
| 2001 2000
Leasehold improvements 3,967 3.812
Computers and furniture 4978 - 5,390
Motorvenicles . 1808 2,088
10,451 11,280
Less - acoumualed deprecieton  C 5480 3781
Froperty and equipment, net ‘ _ _ 4971 7478

Depreciation expenses amounted to approximately $1,375, $1,940 and $2,628 for the years ended December 31, 1999, 2000
and 2001, respeciively.

st2 i1 | Short-term Loans from Banks December 31,
,! Interest rate % * 2001 2oooj

Short-term loans from banks™ 363-4.13 18,008 16,025

Current maturiies of long-term oans e ‘ _ 803 433

16,617 16,458

“Rates as of Decembear 31, 2007
**Mainly in U.S. dollars bearing interast of LIBOR plus 1.0% to 1.5%.

Liens - see Note 18

INDUSTRIES LTD.
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Note 12 | Other Payables and Accrued Expenses

IN THOUSANDS OF U.S. DOLLARS

December 31,

| 2001 2000
Payroll and related expenses” 3,347 4,685
Provision for income-taxes - 5,404
Advances from customers 435 182
Accrued expenses 2,483 3,044
Deferred revenues 1824 1,963
Deferred taxes - 1,890
Others (*7) 1,232 4672
9,321 21,940
("} Includes provision for vacation pay ) 1,331 2,023
(™includes provision for purchase of NetVision's shares - 3,500
Note 13 | Long-term Loans from Banks
December 31,
Interest rate %* 2001 2000
Long-term loans from banks 3.00-413 52,416 43,230
Less—current maturities 508 433
51,808 42,797
The loans bear annual interest of Libor plus 0.4% - 1.5%.
“Rates as of December 31, 2007
The maturiies of long-term loans for years subsequent to the balance sheet date are as folows:
First year {current maturities) 608 }
Second year 51.414
Third year 227
Fourth year 167 |
i
52,416 |

Liens — see Note 16.

e |

Do |
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Mote 14 | Retirement Obligations

—_——————

Under israeli law and labor agreements, the Company and its subsidiarias in israel are required 10 make severance payments
to their dismissed employees and employees leaving employment in certain other circumstances. The companies' severance
pay liability to empioyees, which is calculated on the basis of the salary of each employee for the last month of the reported
period muttiplied by the vears of such employee's employment, is reflected in the balance sheet on an accrual basis, and is
parﬁahy funded oy purchase of insurance policies in the name of the companies. Severance pay expense for the years ended
December 31, 1999, 2000 and 2001 amounted to $704, $405 and $277, respectively.

The Company's U.S. subsidiaries adopied, in respect of their U.S. employees, retirement plans, which are qualified under section
401{K) of the Internal Revenue Code. Pursuant (o the 401(K) plan, eligible participants may elect to contribute a percentage of
their annual gross compensation 1o the 401(K) pian. Contributions to the 401(K) plan by the Company are discretionary. Total
expenses under the 401(K) plan amounted to $72, $126 and $118 for the years ended December 31, 1999, 2000 and 2001,
respectively. :

Yotz 15 | Income Taxes

A. Tne Company and its subsidiaries in israel are assessed for tax purposes undar the provisions of the lsraell Income Tax Law ;
(inflationary Adjustrments), 1985, This law entities the companies 10 a tax deduction for the preservation of equity invested in non- i
fixed assets (as defined). The deduction is measured by the change in the Consumer Price Index ("CPY') in sragl. In the year ended
December 31, 2001, the change in the CPl in lsragl was 1.4%. '

B. TAXES ON INCOME:

Year ended December 31,

2001 2000 1999
Current taxes 435 5,308 12,354
Deferred taxes CoesTe) 177 ED
Previous years 812 - -
L I Al 8,079 12,173
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Income Taxes (Cont.)

C. Main componenis of net deferred tax assets and liabiities are as ollows:

IN THOUSANDS OF U.S. DOLLARS

Deferred tax asset f Deferred tax liability
{ Totat Non-current Current Current Non-current
As of December 31, 2001
Deferred tax assets:
Provision for doubtful accounts, vacation and others 368 - 368 ‘ - -
Severance pay, net 167 167 - - _
Trading account securities . 3 - 3 - -
Equity investments, net 16,294 16,294 . - - -
Property and equiprment and other assets 8,386 8,386 - - -
Tax logses carryforward 16,808 18,772 736 - -
Oter e 1.558 1,58 - - -
- 43,284 42177 1,107 - _
Deferred tax liabiities:
Avallable—for—sale securities (3.254) - - - (3.254)
- o i 40,030 42,177 1,107 - (3.254)°
Valuation alowance {42548 42.177) (368 - -
I 2515) - % ) (2.254
As of December 31, 2000
Deferred iax assets:
Provision for doubtful accounts, vacation and others - Q4T - 947 - -
Severance pay, net 204 204 - - -
Avaliable—for-saie securities 705 705 - - -
Equity investments, net 8,077 8,077 - - -
Propenty and equipment 210 210 - - -
Tax losses carryfarward 5786 5,786 - - -
Cther as0 650 - - -
e 16.579 15,632 947 N -
Deferred tax liabilities:
Trading account securities i (1.990) - - {1,990 -
o o 14,589 15,632 647 (1,990) -
Veluation dlowance (15,474) - (14,723) (751 - -
S ) (885) S09 196 (1,890) 4—’
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Motz 15 | Income Taxes (Cont.)

o
4
[0

Statutorylaxrale

Theoretical 1ax expense (income)

Net (earnings) losses from equity investments

Tax exempt and reduced tax rate on capital gains

Tax exempt income, net of non-deductible expenses

Differences arising from the basis of measurement for tax purposes
Losses for tax purposes for which a tax benefit was not recorded
Realization of net loss carryforwards
Texeg in respect of previous years
Tota
Effective tax rate

ELRCN

ELECTRONIC
INDUSTRIES LTD.

‘sconcilietion of the theoretical tax expense, assuming all income is taxed at the statuiory rate, and the actual tax expense.

Year ended December 31,

| 2001 2000 1999 |
B 36% 36% 36%
(18,625) 12236 19,980
8841 2,778 633)
(2.024)
(1.976) (2:842) (798)
@725 (4,060) 5,500
12,750
(11,885)
812
oy 8079 12173
o 5.7% 21 1% 21.0%

E. Asof December 31, 2007, ESI which is subject 10 U.S income taxes, had & tax loss camyforward of approximately $14,511,

which expires in the years 2018 to 2021

As of Decemizer 31, 2001, ETI, which is subject to U.S. income taxes, had a 1ax loss carryforward of aporoximately $20, 700,

which expires in the years 2020 to 2021,

As of December 31, 2001, Eiron, which is subject to israel income taxes, had a tax loss carrvforward of approximately $3,000.

F. The Company and ETI's subsidiaries in israel have final tax assessments for the years up 1o and including 1998, ETiand ESHhave

not been assessed since inception.

G. Income (loss) tefore Income taxes is comprised as follows:

Domestic

Foreign

Year ended December 31,

| 2001 2000 1999
(25.079) 65962 81,612
(25,858) (27,662 £.088)
(51,735) 36,270 58,528
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Motz 12 | Contingent Liabilities, Pledges and Commitments

A. The Company and its subsidiaries nave operating lease agreements in respect of their premises for pericds ending in 2006, Rent
expenses amounted 10 approximately 31,138, $1,329 and $2,416 for the years ended December 31, 1999, 20C0 and 2001,
respectivaly. The future minimum rental payments under these agreements in the years following the balance shest date are ag

follows:
First year 1,838
Second vyeer 1,748
Third year 1,682
Fourth yéar 984
Fifth vear 50
B 6,270

Elron is the guarantor for the lease agreements of ESHand ET in respect of their facilites in the United States in the amount of
$4,800. '

B. ES!has a number of royalty-bearing agreements for technology included in its products, generally as a percentage of net revenue
earned. Royalty expenses amounted 10.approximately $358, $456 and $388 for the years ended December 31, 1999, 2000
N and 2001, respectively.

C. The crecit lines of Erron's subsidiaries, in the aggregate amount of $25,500, of which, as of December 31, 2001, $22,115 was
utiized, are collateralized by Elron's investment in marketable securities and are fully guaranteed by Elron. in addition, Eiron gave

1

guarantess to banks of approximately $45,000 to secure bank loans taken by ET1 and provided a letter of comiort pursuant to |
which the Company undertakes not to dilute its holdings in ET1 below a certain percentage. The Company also agreed 1©
subordinate any amounts owed 10 it by ET1, other than interest on outstanding loans and payments in the ordinary course of
busiress. '

[

D. The Company has provided fetters of comfort in connection with a credit ine granted to NetVision by banks. The comifort letters
were jointly provided with the other major shareholder of NetVision, pursuant te which the Company and the cther shareholder
undertook not to dilute their holdings in NetVision below a certain percentage.

E. ET has pledged vehicles as securtty for bank loans amounting to $450.

F. ETand Bron are guarantors for performance guarantees given 1o customers by ETHn the amount of approximately $2,500.

G. LEGAL PROCEEDING:

(1) OnMarch 1, 1999, the Company and others receivec a copy of a claim and request 1o approve such claim as a ¢lass
action on behalf of all persons who sold options of Eloit Ltd. between August 1, 1998 and August 31, 1988. The allegation
raised by the claimants is that the defendants falled to disciose the negotiation regarding the sale of substantial assets of
Elscint. The claim is for approximately $1,600. In November 2007, a settlement agreement providing for the dismissal of
the claim against Elron and others except Elbit Medical Imaging Ltd. (“EMI) fformerly an affiiated company) was signed. The
seftlernent agreement may stil be cancelled by EM under certain circumstances, and accordingly, is not yet considered
final

vy
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5 | Contingent Liabilities, Pledges and Commitments (Cont.)

G. LEGAL PROCEEDING (CONT.)

(2) During September 1999, the Company received copies of two claims and a request to approve such claims as & class
action on behalf of public shareholders of Elscint against the Company and others. The allegation raised by the claimants
related to the decision regarding the sale of Elscint’s substantial assets. The claim has been stayed pursuant to an arangement
reached by the parties pending the ocuicome of the appeal In the claim described in paragraph 3 below. The arrangement
provides that if the appeal as described in paragraph 3 below is accepted, then the proceedings to recognize the lawsuit
as a class action will proceed. Otherwise, the application to recognize the claim as a class action suit will be dismissed.

{3 On November 8, 1929, the Company received a copy of a clam and request 10 approve such a claim as a class action
on behalf of some institutional investors and others and those who held shares in Eiscint (formerly an affiated company) on
September 6, 1899, The allegations raised against Eron and its officers, among others, relate to the period prior 1o the sale
of Elron’'s holding in EMI. The claimants seek a court order pursuant to which EM would be compelled 1o execute the alleged
buy-out of Elscint's share at $14 per share or other remedies. On August 17, 2000, the Haifa District Court dismissed the
application to recognize the claim as a class action. Some of the claimants applied for and have been granted permission
to appeal to the Supreme Court in Israel, which appeal is currently pending. In.addition, in February 2001, the claimants
submitted & new claim similar to the previous one but not as a class action.

The Company denies all the allegations set forth in the above claims, and based on legal advice received, management is of the
opinion that the Company has good defense arguments which, if accepted, will cause dismissal of the above allegations.

MNote 17 | Shareholders’ Equity

" A.  SHARE CAPITAL

The Company's shares are traded both on the Tel Aviv Stock Exchange and over-the-counter on the Nasdag National Market in
the United States.

B. OPTIONS TO EMPLOYEES
(1) Options to Eron's employees

Eiron granted to senior employess options 1o buy the Company's shares at a price approximately 10%-15% below market
price on date of grant. The options vest over a four-year period from date of grant and have a term of ten years. Stock
options activity is sgmmar\zed as follows:

Numbers of options

| 2001 2000 1999
Balance at beginning of year 158,404 163,404 199,000
Granted 345,871 43,000 58,154
Exercised (258,000) (48.000) {87,750)
Forfeited {16,250) : (6.000)
Balance at end of year w3005 158,404 163,404,
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B. OPTIONS TO EMPLOYEES (CONT.)

The weighted average exercise prices of options granted during 1989, 2000 and 2001 are $21.38, $29.38 and $13.38 per
share, respectively.

The weighted average fair vaiue of aptions granted during 1999, 200C and 2001 are $9.90, $14.58 and $5.42 per share,
respectively.

(2) The following table summarizes information regarding outstanding and exercisable options at December 31, 2001:

Options outstanding Options exercisable B
Number Weight-average Number
outstanding remaining : outstanding
at December 31, contractual life Weight-average at December 31, Weight-average
Exercise price 2001 (years) exercise price 2001 exercise price
$ 10.33-1182 215,500 5.98 $ 107 4,500 11.29
$ 12511357 75,756 529 $ 13.19 1300 1257}
$ 18.87-18.05 99,999 570 $ 18.97 - -
% 21.38 38770 3.48 $ 21.38 19,385 . 21.38
N 29.33 33,000 5.83 $ 2038 8,250 29.38
463,025 45135

(3) In December 1999, the Company's shareholders’ meeting approved a plan wheareby the Chairman of the Board and then
Chief Executive Officer of the Company will be granted options to purchase-up to 58,154 Ordinary shares of the Company
(the "1999 grant”). The options are 10 be granted ratably over a period of three years commencing December 1999 and
are exercisable for a period of three years, commencing two years after the date of the grant.

Tre exercise price of the ogtions granted in December 1999 and December 2000 was $21.38. The exercise brice of the
options granted in Decemper 2001 was $13.57.

in March 2001, the Company's Sharenolders approved a plan whereby the chairman of the board and then Chief Executive
Officer of the Company will be granied options to purchase up to 58,000 ordinary shares of the Company (the "2001 grant’).
The options are to be granted ratably over a period of 3 years commencing March 2001 and are exercisable for a period
of 3 years, commencing two years after the date of the grant.

The exercise price of the options granted in March 2007 was $19.05. The exercise price of the options to be granted In
the future wil be determined based on the market vaiug of the Comgany's shares but shall not exceed $19.05 per share:

As of December 31, 2001, the average fair value of the 1898 grant and the 2001 grant was $2 .40 and $2.25 per share.
respecively. The fair value was calculated using the Black and Scnoles option-pricing model. (See section 7 for the assumptions
used in the calculation).
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B. OpTioNs To EMPLOYEES (CONT.)

3

Cont.)

Upon exercise of the options, the optionholder wil be granted a.number. of shares reflecting the benefit component of the
options exercised, as calculated at the exercise date, in consideration for their par value only. The plan is considered o be
a variable plan as defined in APB 25. Compensation expense is calculated based on the quoted market price of the
Company's stock at the end of each reporting period and is amortized over the vesting period of the options.

, Compensation expenses {income) recorded during 2001 amounted to ($155) (2000 - $153, 1909 - $2).

Options to employeses of ES

ESI has adopted an employee stock option plan, pursuant to which, as amended, ESI may grant to empioyees of ESI and
of its affiiated companies stock options to purchase up to 5,270,000 of ESl's common stock. The options vest over a four-
year period from date of grant and have a term of ten years. Elron's share in £Sl, assuming ali outstanding options are
exercised, will decrease to approximately 80%.

During 2001, ES! repriced 226,293 options granted in 2000 and 2001 from an average exercise price of $6.08 per share
to an average exercise price of $1.50 per share. The options subject 1o the repricing are considered to be a variable plan
as defined in APB 25. Compensation expense is calculated based on the fair value of ESI's shares at the end of each
reporting period and is amortized over the remaining vesting period of the options. No compensation expense was recorded
in 2001 relating 1o the repriced options. All references to per share amounts relating to the options subject to the repricing
have been restated to reflect the repricing.
' Numbers of options

ESl's stock options activity is summarized as follows: ’ l

2001 2000 1999
Balance at beginning of year 4,204,490 3,406,928 1,339,378
Granted 1,406,880 1,161,750 2,860,350
Exercised (91,523 (100,485} (112,406)
Forfeited (1,256,960) {(263,703) (680,354)
Batence al end of year 4260 887 4,204,490 3,406,928

The weighted average exercise prices of options granted during 1999, 2000 and 2001, are $0.50, $2.55 and $1.53 per
snare, respectively.

The weighted average fair value of options granted during 1999, 2000 and 2001, are $0.32, $4.80 and $0.96 per share,
respectively.
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B. OpTIONS TO EMPLOYEES (CONT.)
(4) Options 10 employses of ESI (cont.)

The following table summarizes information about outstanding and exercisable options at December 31, 20071:

Options outstanding Options exercisable

Exercise price Number Weight-average Number
and weighted outstanding remaining outstanding
average at December 31, contractual life at December 31,
exercise price 2001 (years) 2001
$& 050 2,371,309 7.02 1,801,627

$ 180 1,889,678 9.08 276,080
§ 250 2,000 38.09 -
4,262,887 2,077,707

* In connection with the transier of assets and liabilities of the systerns and projects division to ETI (see Note 1), 3,257,025
options that were previously granted to employesas of ESI and its affiiates were converted into siapled options, or options
that provide, upon exercise, an equal number of shares of common stock of ESI and ET! for no additional consideration.
Upon the options exercise, £SI and ETI will each: receive half of the exercise procesds.

(5)  Options to employees of ETI

ETi has adopted an employee stock option plan, pursuant to which, ST may grant to employees of ET1 and its affiiated
companies stock options to purchase up 10 4,920,000 shares from which 3,257,025 were reserved for issuance upon
the exercise of the stapled options granted under the £SI stock odtion plan. The options to purchase ETI's shares mainly
vest over a four-year period from daie of grant and have a tarm of ten years.

Elrori's share in ETI, assuming all cutstanding options are exercised, wil decrsase to 85.7%. Stock options activity is
summarized as folows:

Numbers of options

, | 2001 2000
Balance at beginning of yaar 3,854,238
Reserved for stapled options 3,257,025
Granted 281,500 877,500
Exercised (41,448) 85,131)
Forfeited (©15,483) {198,156)
Sala - - 2174800 3854232 |
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iote 17 | Shareholders’ Equity (Cont.) ' »

B. OpTIONS TO EMPLOYEES (CONT.)
5} Options © empiovess of ETI {cont )
The weighted average exercise price of options granted during 2000 and 2001 is $0.50 per share. -

The weighted average fair value of options granted during 2000 and 2001 is $C.32 per share.

The following table summarizes information about outstanding and exercisable options at December 31, 2001

Options outstanding Options exercisable

Exercise price Number Weight-average Number
and weighted outstanding remaining outstanding
average at December 31, contractual life at December 31,

| exercise price 2001 (years) 2001
” 2,371,302 7.02 1,801,627

$0.50 803,500 8.65 183,438
3,174,800 1,985,065

“The balance as of December 31, 2001 of stapied options. See also Note 178(4).

(6) Total compensation expense recordad in 2001 amounted 10 $29 (2000 and 1999 - $1.745 and $92, respectively).

(7)  If deferred compensation had been determined under the alternative fair value accouniing method provided for under SFAS
No 123, the Company’s net income (joss) and net incomie (i0ss) per share would have been changed 1o the following pro
forma amounts:

Year ended December 31,

| 2001 2000 1999 n
Net income (10ss) B
As reponed {48,350) 30,362 43,353
Pro forma (42,205) 30,064 43,020
Basic income (loss) per share
As reported (2.28) 1.43 2,05
Pro forma (2.32) 1.42 204
Cilutec income (loss} per share ’
As repored . 2.29) ; 1.41 2.03
Pro forma (2.33) 1.40 202
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Under SFAS No.123, the fair value of each Elron option is estimated on the date of grant using the Black and Scholes option-
pricing mode! with the following weighted average assumptions used for grants: (1) expected life of the options of 1 to 4
years for the years ended December 31, 1999, 2000 and 2001, (2) dividend vield of 6.39%, 6.95% and 0.00% for the
years ended December 31, 1998, 2000 and 20071, respectively; (3) expected volatility of 42%, 4% and 54% for the vears
ended December 31, 1999, 2000 and 2001, respectively; (4) risk-fres interest rate of 6% for the years ended December
31, 1999 and 2000, and 3% for the year ended Decermbear 31, 2001 - '

The fair value of each ESI option: grant is estimated on the date of grant using the Black and Scholes option-pricing mode!
with the following weighted average assumptions used for grants: (1) expected life of the options of 4 years for the years
ended Decemnber 31, 1989, 2000 and 2001, (2) no dividend vield; (3} expected volatiity of 85% for the vears ended
December 31, 1999, 2000 and 2001, {4) risk-free interest rate of 5.5%, 5.8% and 3.0% for the years ended December
31, 1882, 2000 and 2001, respectively.

Tre fair value of each ET) option grant is estimated on the date of grant using the Black and Scholes option-pricing model

with the following weighted average assumptions used for grants: (1) expected fife of the options of four yeafs for the years
ended December 31, 2000 and 2001, (2) no dividend vield; (3} expected volatility of 85% for the years ended December

31, 2000 and 2001, (4) risk-free interest rate of 5.8% and 3% for the years ended December 31, 2000 and 2001,

respectively.
H
! Note 128 | Earnings Per Share

Eamings per share is computed as folows:

Year ended December 31,

2001 2000 1999
Number of Per Number of Per Number of Per
shares share shares share shares share
Loss (inthousands) amount | Income (inthousands) amount | Income (inthousands) amount
Besic (48,350 21,181 $(2.28) TSO,S@Z 21172 $1.43 | 43353 21,112 $2.05 |
Effect of options
of investess (248) 63 {338)
Effect of options
of Eiron 274 62
@utgd_ (48,596) 21,391 $(2.29) | 30,299 21,446 $1.41 | 43,015 21,174 $2.03 |

The total number of shares related 10 the outstanding options excluded from the calculations of diluted net loss
Der share, because inclusion, would be anticiiutive, were 125,817 for the year ended Decermiver 31, 2001.
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Net Earnings (Losses) from Equity Investments

Afffated companies:
Elbit
ESL
Netvision
Oters .

ELRCN

ELECTRONIC
INDUSTRIES LTD.

Year ended December 31,

| 2001 2000 1999
(13,138 17,350 (160)
9084 {2.981) 10,487
(2,504) (12,774) (1,292)
{17,980) ©,813) (6,304)
(24,558) 7,218) 2,737

Gain from Disposal and Changes in Holdings in Affiliated Companies, Net

Year ended December 31,

ESL ,
EMI
Others

1 2001 2000 1999
2,085 19133 @19)
103 31,741

194 7,164 1,004
3,179 26,400 32,516

Deferrad tax liability for the year ended December 31, 2001, in the amount of $56 (2000 - $9,504, 1996 - $280) has not
been recorded as the Company has a net deductible-tax asset in respect of its investments, for which a valuation allowance

has been provided.

Other Income (Expenses), Net

Gain {loss) from sale and increase (decrease) in market value of:

ServiceSoft shares ©1®

Broadbase shares?

Kana shares® @

Zoran shares and options 4 © ©
Income {ioss) from otner investmants, net® ©

Other expensas

Year ended December 31,

| 2001 2000 1999
- 5,831 -
(3,952) 570) -
(691 - -
gb4a 34,281 18,913
(1,196) 3,054 8.298
(220) (139) -
£105) 43,458 25011
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Mois 22 i Other Income (Expenses), Net (Cont.)

M In December 2000, Servicesoft Inc., in which Eiron held approximately 3.3% on a fully diluted basis, was acquired
by Broadbase Software Inc. ('Broadbase”} in & share exchange transaction. As a result, Blron received 1,159,022
shares of Broadbase with a fair market value on that date of approximately $7,833, resulting in 2 gain of $6,831,

@ Jure 2007, Broadbase was acquired by Kana Software Inc. ("Kana'} in a share exchange transaction. As a resutt
Elron received approximately 1 milion shares of Kana.

' In the last quarter of 20071, the Company sold Kana shares held by it.

During 2000, 611,566 shares of Zoran were sold for & total consideration of approximately $27,.000. The gain of
approximately $34,281 consists of gain on the sale of the shares, changes in the market value of Zoran's shares,
gains arising from transfer to trading securities account in the amount of $24,121, and changes in the infrinsic value
and time value of Zoran's options. During 2000, as part of the Company's policy to limit its exposure to market risks,
Elron hedged the price of most of its Zoran shares by the purchase of put options and by seling call options, in a
strike price range of $35.00 to $53.00 for periods ended September and December 2000 and February 2001,
The hedged shares were transferred to the trading securities account,

During the first quarter of 2007, the Company scld &l of the 252,399 remaining shares of Zoran; out of which
188,400 were hedged, in consideration for approximately $10,600, resulting in a gain of approximately $954.

B Including gains from sale of available-for-sale securities in the amount of $26,206, $17,025, amd $1,055 in the years
endec December 31, 1999, 2000, and 2001, respactively. .

& Including unrealized gains {losses) from trading securities held at the end of the year in the amount of $1,858,
($1 975}, and ($11) in the years ended December 31, 1998, 2000, and 20071, respectivaly.

Mote 22 | Retirement Compensation

On December 14, 1999, the Company’s shareholders approved a retirament benefit of $5,000 and an option to
purchase from the Company 2% of its holdings in ESI for $0.50 per share, 1o the former Chairman of the Board of
Directors and President, Uzia Galil, who retired after 38 years.

The option was immediately exercisable and will expire on the earlier of five years or upon ESI's initial public offering.
The option is accounted for under the provisions of APB 25, No compensation expense was recorded since at the
grant date the exercise price equaled the fair value of ESI's ordinary shares.

In connection with the transfer of assets and liabiliies of the systems and projects division to 71, this option provides,
upon exercise, an equal number of shares of common stock of ESI and ET1 for no additional consideration.
in 2001, ESl and BT have iImplemented restructuring programs in order (o focus therr operations on core areas of
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Mote 23 | Restructuring Charges

their business and to reduce expenses and improve efficiency. These restructuring programs mainly include workforce
reductions and consolication of excess facilties.

As a result of these restructuring plans the companies recorded restructuring charges of $2,203. These charges includs
employee termination costs of $733. As of December 31, 2001, approximately 40 employees of ESI, mainly in the sales
and marketing division, and 77 employees of ET1, mainly in the telecom activity and in its headauarters, were terminated.
Al these termination expenses were paid as of December 31, 2001 . Faclities-related expenses amounted to $1,288, which
included termination costs of facility lease contracts of £71, and write-offs of leasehold improvements with respect to faciiies
of ESI and ETI, which were vacated a3 a result of the consolidation of excess facilities.

Compoenents of the restructuring charge for the year ended December 31, 2001, amounts paid during the period, and
remaining accrued liabiity as of December 31, 2001, are as follows:

rRestructuring charge Utilized Accrued liability

Employee tenminations 739 (739 -
Other exit costs 1,464 (620) . 774
2,203 (1,429) 774

[

Note 24 Related.Pany Transactions

3 December 31, :
:" A.  RELATED PARTY RECEIVABLE BALANCES: |
2001 2000 E

MediaGate ) 220 _

oeP . - ‘ 183

DicC ) 97 -

ESL o 2,350 1,326

Others v 38 g

o - 2,705 1,518
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Mote 24 | Related Party Transactions (Cont.)

B. INCOME AND EXPENSES FROM AFFILIATED COMPANIES: ) Year ended December 31,
2001 2000 1999

Income: }
Revenue 3,347 2,345 3,388
Interest and commission for guarantees . 126 31 15
Participation in Directors’ remuneration 28 18 30
Participation in expenses 724 194 -

Costs and Expenses:
Participation in expenses . . 33 287 308
Cost of revenue 708 - _

C. One-time retirement compensation expansas - see Note 22. Option to the Chairman of the Board - see Note 17,

D. InMarch 2001, the shareholders of the Company approved the grant of option to its Chairman of the Board to acquire up to
1.5% of any investments made by the Company after January 1, 2000, and an option to acquire up 10 0.75% of any investments
in private companies held by Elron prior to January 1, 2000. These investments of Elron may be directly or indire*tly held through
DEP or RDC Rafael Development Corporation Ltd. (held 48% by DEP) on the same terms and pnccs paid by Elron. The option
shall be exarcisable for a period of three years from the date of Elron's investment.

E. Duing 2007, the Board of Directors approved the grant of options to certain officers of the Company 10 acauire 1% 10 2% of
Eiron's investments in certain private companies. The options are exercisable at the weighted average price of investments of
Elron. The options vest ratably over a three year period and are exercisable for an additional three years.

Mote 25 | Business Segments

A The Company operates through its subsidiaries, ESI and ET1, in two business segments: the Internet product segment and the
system and projects segment. A third business segment is the holdings in affiiated and other companies engaged in various fields
of advanced technolegy and the corporate operation,

The operations of the Internet product segment include development and marketing of network management software products,
which enable organizations t0 manage access 1o the Internet network and to contral incoming and outgoing Internet content.

The aperation of the system and project segment includes developmeant and supply of software solutions for the management
of large and complex communication and intemet networks,

The third segment includss holdings in various companies that operate in communication, software, defense industry, medical
devices, semiconductars and others, and the corporate operations.
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B. SEGMENT INFORMATION IS AS FOLLOWS:

\ ELECTRONIC
‘ INDUSTRIES LTD.

Holdings
Internet System and (including corporate
products projects headquarters) Adjustments Total

2001
Net revenues 8,077 23,782 - - 32859
Other expenses, net - 218) (4,887) - (5,109)
Company's equity in net '

losses of affiiated companies - - (24,558) - (24,558)
Gain from changes in holdings

in related companies, net - - 3,179 - 3,179
Finance income - 796 4,870 ([45m 5215
Finance expense {458) {3.628) {329 451 (3,964)
Income taxes 38 (798) 3,783 - 2,847
Net loss {11.188) (16,302} {21.880) - (48,350)
Depreciation and amortization (2,181) (3,985) (226) - 6,362
Total assets 7,801 32,060 310,652 (11,489) 330,024
Cepital expenditures 18 402 20,496 - 20016
2000
Net revenues 12,144 27,223 - (205) 39,162
Other income - - 43,458 - 43,458
Company's equity in

net losses of affiiated companies - - (7,218 - (7,218
Gain from changes in holdings

in related companies, net . - - 26,400 - 26,400
Finance income 70 - 7,591 652) 7,009
Finance expense (698 (4411 (148) 652 (4.603)
Income taxes (18 (20) 8,041 - (8,079)
Net income (loss) (11,702) (15,998 58,062 - 30,362
Depreciation and amortization (1.310) 3,675 (137 - 5,122
Total assets 12,008 40,108 324,874 6.642) 370,345
Capitel expenditures 1,391 16,347 32,311 (13,702 36,347
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B. SEGMENT INFORMATION IS AS FOLLOWS (CONT.)

1999

Net revenues

Other income
Cormpany's equity in

NOTES T0O THE CONSOLIDATED FINANCIAL STATEMENTS (CONT.)

Business Segments (Cont.)

IN THOUSANDS OF U.S. DOLLARS

net eaming of affiiated companies -

Gain from changes in holdings

in related companies
Finance income
Finance expense
Income texes
Net income {loss)

Depraciation and amortization

Holdings

Internet System and {including corporate .
products projects headquarters) Adjustments Total
12,112 27.873 - (122 39,863
- L 20 28,191 - 28,211
- 2,731 - 2,731
- - 32,516 - 32,516
- 279 8,112 571) 7,820
(700) 3.016) B542) 571 3,687)
- 578) (11,597) - (12,173)
(4,707) (1,924) 49,984 - 43,353
(1,322 (3.064) (117) - (4503

REVENUE DATA ACCORDING TO GEOGRAPHICAL DESTINATION 1S AS FOLLOWS:

Israel

Abroad {mainly U.S.A}

Year ended December 31,

| 2001 2000 1999
21,736 20,581 21,470
11123 18,581 18,303
32,859 39,162 39,863

In 2001 and 2000, revenues from one customer in the systems and project segment are approxdmately 14% and 10%,

respectively, of total consolidated revenues of the Company.

Majority of the long-ived assets is located in israel.
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te 2& | Reconciliation to Israeli GAAP

The consolidated financial statements of the Company have been prepared in accordance with generally' accepted accounting
principles applicable in the U.S. {"J.S. GAAP"). Had the consolidated financial statements been prepared in accordance with
accounting principles generally accepted in Israel ("Israeli GAAP"), the effects on the financial statements would have been as
follows:

A. EFFECT ON THE STATEMENT OF OPERATIONS FOR THE YEAR ENDED DECEMBER 31, 2001:

{r'As reported Adjustments As per Israeli GAAP
Net loss (48350 . 1,835 (46,515)
Basic net loss per share (2.28) 0038 {2.20)
Diuted net loss per share (2.29) 008 (221

EFFECT ON THE STATEMENT OF OPERATIONS FOR THE YEAR ENDED DeCEMBER 31, 2000:

‘l As reported Adjustments As per Israeli GAAP
Net income 30,362 (8,448) 20916
Basic net income per share 143 045 ~ 0.88
Diuted net income per share 1.41 (0.44) 097

EFFECT ON THE STATEMENT OF OPERATIONS FOR THE YEAR ENDED DECEMBER 31, 1999:

L As reported Adjustments As per Israeli GAAP
Net income 43,353 (2.780) 40,567
Basic net income per share i 2.05 0.13) 1.92
Diluted net income per share 2.03 ©13) 1.80
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EFFECT ON THE BALANCE SHEET:

Reconciliation To Israeli GAAP (Cont.)

IN THOUSANDS OF U.S. DOLLARS

As of December 31, 2001
LAS reported Adjustments As per Israeli GAAP
Other investments 27.484 (12,333)™ 15,160
investment in affiiated companies 165,967 (41,2400 101,791
(1,924)@
(8,942)
2.070)% )
Total assets 330,024 (66,500 272,515
Deferred taxes 3,254 (3,408)" ' (242)
Retained eamnings 28,751 (1,458)@ 16,354
(8.942)¥ '
Total equity 248,172 63,013) 185,150
As of December 31, 2000
L As reported Adjustments As per Israeli GAAP
Other investments 16,186 (1,420 14,766
Investment in affiiated companies 175,399 (34,643 128,362
2.873)?
©518)"
Total assets 370,345 (49,162) 321,183
Deferred taxes 909 (705t 204
Retained sarnings 75,101 L7168 62,869
©.515¢
Total equity 280,043 (49,182) 230,881
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B. [EFFECT ON BALANCE SHEET (CONT.)

(1) Pursuant to SFAS 1 15, marketable securities which are avaliable-for-sale are presented on the basis of their markat value
and changes in such value should be charged (or credited) 1o other comprehensive income. According to israell GAAP, non-
current investments in marketable securities are presented at cost.

(2)  In 1999, Elbit sold all its rights in real estate in Haifa to Elbit Systems in consideration for $16,000. In accordance with Israelj
GAAP, the gain on sale of real estate, as presented by Elbit, in the amount of $10,000, should be credited to capital surplus
in shareholders' equity due to the significant influence of Eiron in Efbit and Elbit Systems. Under U.S. GAAR, the gain is
recognized in the staterment of bperations‘

(3) According to U.S. GAAR, dvidends are recorded in the period in which they are declared. According 1o Israell GAAP, dividends
are recorded in the financial statements of the period-to which they relate.

{4) According 0 U.S. GAAP, the merger of ESL and £i-Op as described in Note 7D (1} is accounted by the purchase method
in ESL's financial statements and accordingiy a gain from the decrease in holding in ESL was recorded in Elron's financial
staternents. According 1o accepted practice In srael,. the merger between ESL and EI-Op, from the perspective of Eron, is
considered a non-monetary exchange of similar assets and accordingly should be recorded at book value, with no gain
recognized.

(8)  According to U.S. GAAP, the gain arising from the initial public offering of Given is accounted for as an equity transaction,
as Given was a development stage company at the time. According to tsraell GAAP, this gain is recognized in the statement
of operations over three years from date of issuance. ‘
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Oetails releting to major investments in the consolidated balance sheet as of December

IN THOUSANDS OF U.S. DOLLARS

Carrying value of the investment

Market value of the marketable shares as of:

_ % Interest” December 31, 2001 December 31, 2001 March 22, 2002
Publicly traded
Elbit Systems Ltd. (Nasda: ESLT) ) 21% 80,885 181,616 180,796
Eloit Ltd. (Nasda: ELBT) 44% 60,956 80,650 50,256
Given Imaging (Nasdg: GIVN)@ 7% 15,896 32,681 19,763
NetManage (Nasda: NETM) \ 605 605 Soid
ArelNet (TASE: ARNT) &1 31 Sold
Privately held
Elron Software Inc. ‘ G5% ' (45,699) -
Elron Telesoft inc. 99% (10,8186)
DEP 33% 3,328
NetVision 46% 1,308
MediaGate 29% 2,052
Wavion 45% 722
Kidum T (KIT) 29% 2,757
Chip Express 34% 2,885
Puisicom Technology 17% 80
Gemini Isragl Fund 5% 421
Cren Semiconductors 17% 5824
Galil Medical® 4% 1415
3DV Systems® o9, 386
Witcom® % 2,283

™ Direct holding only
@ RDC nolds 27%
© RDC nolds 32%
“ ROC holds 46%
® BOC holds 26%

]._I,K‘i




Corporate Directory

CoRPORATE HEADQUARTERS: ‘ v . f ' STock LisTinG e : DU _
-~ Elron Ele;troniclndoétrieS ltd. : * " Elron’s common stock istraded on the Tel Aviv Stack
" 3 Azrieli Center . - . _ ~ Exchange and on'the Nasdaqg National Market under
TheTrlangle Bu:ldmg, 42nd ﬂoor ’ ‘ ' i the.symbol ELRN.
Tel Aviv 67023 Israel : | , T
~Tel. © +9723-607-5555 v : BOARD OF DIRECTORS
Fax. . .'+9723- 607-5556 : Ami Erel, Chairman
- Web site: www elron. com ‘ o ' Avraham Asheri
" E—maa_l.._elron@elron.net o Dr. Chen Barir - .
O ‘ : . Michael F. Kaufmann
U s. OFFICE - . Ziv Leitman - '
. Elvon Software lnc B ! o Prof._llan Meshoulam
" 7 New England Executive Park itzhak Ravid
’ Burlmgton MA 01803-0977 - : ~ Lenny Recanati

Tel. +1781-993-6000 = | Prof. Daniel Sipper
 Fax. +1.781-993- 6001 | S ‘

. _ OFFICERS _
'TRANSFER AGENT AND REGISTRAR ‘ Doron Birger, President

. The American Stock Transfer & Trust Company is . Tal Raz, CFO (as of May 2002)
" the Transfer Agent and Registrar for the Company* s Moshe Fourier, CTO'and Vice Presudent
; "common stock and maintains shareholder .. Michael Guter, Vice President
i 'accountmg records: Contact the Transfer Agent i Shmuel Kidron, Vice President
= regardmg questions pertaining to change of address , - Paul Weinberg, General Counsel & Corporate Secretary
fand account names. Shareholders who.receive.
f multlple copies ofthe Company S reports can avoid : INDEPENDENT AUDITORS
“inconvenience and save the Company the expense . Luboshitz Kasierer
s ofmult|ple malhngs by consolldatmgthelr accounts. _ (Member firm ofArthur andersen)
: Redundant»mallmgs to a single household, where
"~ accounts exist in more than one name, may also LEGAL COUNSEL N
be eliminated. l_n‘their correspondence, the . Prof. Joseph Gross Hodak & Co Advocates Tel Avw :
. shareholders sho_uld state the exact name(s) in - Brobeck Phleger & Harrison, New York

which the stock is registered, the certificate
number(s), as well as old and new information
pertainingto the account.

CONTACT:
American Stock Transfer & Trust Company
40 Wall Street
New York, NY 10005

Tel. +1 718-921-8275 '
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